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INTRODUCTION 

The  Subcommittee  on  Select  Revenue  Measures  of  the  House 
Committee  on  Ways  and  Means  has  scheduled  hearings  on  March 
2-3,  1988,  on  tax  provisions  affecting  low-income  rental  housing. 
This  pamphlet,^  prepared  by  the  staff  of  the  Joint  Committee  on 
Taxation,  provides  a  description  of  present-law  tax  provisions  and  a 
discussion  of  the  tax  issues  relating  to  low-income  housing. 

The  first  part  of  the  pamphlet  is  a  summary.  The  second  part  de- 
scribes the  present-law  tax  credit  for  low-income  housing,  the  1987 
proposed  amendments  to  the  credit  (H.R.  3545),^  issues  related  to 
the  credit  and  proposed  changes,  and  the  passive  loss  rules  relating 
to  low-income  rental  housing.  The  third  part  describes  the  provi- 
sions of  H.R.  3663  (the  Low-Income  Housing  Tax  Act),  introduced 
by  Congressmen  Rangel  and  Frank,  as  well  as  issues  related  to  the 
bill. 

Appendix  A  discusses  economic  issues  relating  to  tax  preferences 
for  low-income  rental  housing,  and  Appendix  B  provides  an  over- 
view of  Federal  low-income  rental  housing  assistance  programs. 


'  This  pamphlet  may  be  cited  as  follows:  Joint  Committee  on  Taxation,  Tax  Provisions  Affect- 
ing Low-Income  Rental  Housing  (JCS-288),  March  1,  1988. 

Certain  techniceil  and  other  amendments  were  passed  by  the  House  of  Representatives  in 
October  1987,  but  which  were  not  included  in  the  bill  as  enacted. 
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I.  SUMMARY 
Tax  credit 

A  tax  credit  may  be  claimed  by  owners  of  newly  constructed,  n 
habilitated,  and  newly  acquired  existing  residential  rental  propertji 
used  for  low-income  housing.  The  credit  is  claimed  annually,  generj 
ally  for  a  period  of  10  years.  For  buildings  placed  in  service  aftei 
1987,  the  credit  percentages  are  adjusted  monthly  for  building^ 
placed  in  service  in  that  month  to  maintsdn  a  present  value  of  th^ 
credit  stream  of  70  percent  for  qualified  expenditures  for  most 
newly  constructed  and  rehabilitated  housing.  In  the  case  of  acquisii 
tion  of  existing  housing  and  of  newly  constructed  or  rehabilitate(j 
housing  receiving  other  Federal  subsidies  (including  tax-exempi 
bonds),  monthly  adjustments  are  made  to  maintain  a  30-percen 
present  value  for  the  credit. 

The  credit  amount  is  based  on  the  qualified  basis  of  the  housing 
units  serving  the  low-income  tenants.  Low-income  tenants  for  pup 
poses  of  the  low-income  housing  tax  credit  are  defined  as  tenantij 
having  incomes  equal  to  or  less  than  either  50  percent  or  60  peri 
cent  of  the  area  median  income,  adjusted  for  family  size.  The  qualii 
fying  income  for  a  particular  property  depends  on  the  minimun 
percentage  of  units  that  the  owner  elects  to  provide  for  low-incom^ 
tenants.  Rents  that  may  be  charged  families  in  units  on  which  i 
credit  is  claimed  may  not  exceed  30  percent  of  the  applicable 
income  qualifying  as  "low,"  also  adjusted  for  family  size. 

To  qualify  for  the  credit,  a  low-income  housing  project  must  coii 
tinuously  comply  with  all  requirements  for  the  credit  for  a  perioc 
of  15  years.  Each  State  receives  an  annual  credit  volume  limit  q 
$1.25  per  resident.  A  credit  adlocation  from  the  appropriate  Sta  / 
or  local  government  credit  authority  must  be  received  by  the  ownt' 
of  the  property  eligible  for  the  low-income  housing  tax  credit 
unless  the  property  is  substantially  financed  with  the  proceeds  oi 
tax-exempt  bonds  subject  to  the  State's  private  activity  bor* 
volume  limitation. 

Basis 

A  taxpayer's  basis  in  property  generally  is  the  property's  cosi 
i.e.,  the  amount  of  cash  paid  and  the  value  of  any  other  propertj 
transferred  in  exchange  for  the  property.  Basis  is  adjusted  dowri 
ward  by  the  amount  of  depreciation  or  amortization  deduction! 
claimed  against  taxable  income  with  respect  to  the  property.  Oi 
disposition  of  property,  a  taxpayer  generally  recognizes  gain  equa 
to  the  excess  of  (1)  the  amount  realized  over  (2)  the  adjusted  basi 
of  the  property. 
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looperative  housing 

Cooperative  housing  corporations  and  their  tenant-stockholders 
j"e  subject  to  special  rules  under  the  Internal  Revenue  Code. 

J.R.  3545,  as  passed  by  the  House 

H.R.  3545  (Omnibus  Budget  Reconciliation  Act  of  1987),  as  passed 
>y  the  House  of  Representatives  in  October  1987,  would  have  pro- 
ided  certain  technical  and  other  modifications  to  the  low-income 
lousing  tax  credit  as  enacted  in  the  Tax  Reform  Act  of  1986.  These 
amendments  were  not  enacted  in  the  1987  Act.  Some  of  the  provi- 
ions  included  in  H.R.  3545  are  identical  to  those  in  H.R.  3663. 

J.R.  3663 

H.R.  3663  would  restore  an  owner's  basis  in  low-income  rental 
lousing  to  its  original  cost  if  the  owner  agreed  to  maintain  the 
)roperty  as  low-income  housing  for  a  20-year  period,  thereby  per- 
nitting  the  owner  to  resume  claiming  depreciation  deductions.  The 
>ill  also  would  allow  (1)  expanded  use  of  the  low-income  rental 
lousing  tax  credit;  (2)  an  exclusion  from  tax  of  noncash  gain  on 
luch  housing  sold  to  a  purchaser  who  agreed  to  maintain  the  buUd- 
ng  as  low-income  rental  housing  for  20  years;  and  (3)  a  waiver  of 
lertain  restrictions  in  the  case  of  cooperative  housing  corporations. 


II.  TAX  CREDIT  AND  PASSIVE  LOSS  RULES  RELATING  TO 
LOW-INCOME  RENTAL  HOUSING 

A.  Tax  Credit  for  Low-Income  Rental  Housing 

1.  Present  law  and  amendments  passed  by  the  House  in  1987 

Present  Law 

Overview  \ 

A  tax  credit  may  be  clzdmed  by  owners  of  residential  rental  pro| 
erty  used  for  low-income  housing.  The  credit  is  claimed  annually  g' 
a  fixed  rate,  generally  for  a  period  of  10  years.  For  buildings  place' 
in  service  after  1987,  the  credit  percentages  are  adjusted  month! 
to  maintain  a  present  value  of  the  credit  stream  of  70  percent  fp 
qualified  expenditures  for  most  newly  constructed  and  rehabilitaf 
ed  housing  for  property  placed  in  service  in  any  month.  In  the  casi 
of  acquisition  costs  of  existing  housing  and  of  newly  constructed  cj 
rehabilitated  housing  receiving  other  Federal  subsidies  (e.g.,  ta^ 
exempt  bonds),  monthly  adjustments  to  the  credit  percentage  aij 
made  to  maintain  a  30-percent  present  value  for  the  credit.  ^  ' 

The  credit  amount  is  based  on  the  qualified  basis  of  the  housin 
units  serving  the  low-income  tenants.  Low-income  tenants  for  pu3 
poses  of  the  low-income  housing  tax  credit  are  defined  as  tenant 
having  incomes  equal  to  or  less  than  either  50  percent  or  60  pel 
cent  of  area  median  income,  adjusted  for  family  size.  The  qualifj 
ing  income  for  a  particular  property  depends  on  the  minimum  pej 
centage  of  housing  units  that  the  owner  elects  to  provide  for  lov 
income  tenants.  Rents  that  may  be  charged  families  in  units  oj 
which  a  credit  is  claimed  may  not  exceed  30  percent  of  the  applicij 
ble  income  qualifying  as  "low",  also  adjusted  for  family  size. 

As  stated  above,  the  credit  generally  is  claimed  in  equal  annui 
amounts  during  the  first  ten  years  after  the  qualified  property 
placed  in  service.^  To  qualify  for  the  credit,  however,  the  lo^ 
income  housing  project  must  continuously  comply  with  all  requir 
ments  of  the  Internal  Revenue  Code  for  a  period  of  15  years. 

Each  State  receives  an  annual  credit  volume  limit  of  $1.25  p« 
resident.  A  credit  allocation  from  the  appropriate  State  or  locj 
government  credit  authority  must  be  received  by  the  owner 
property  eligible  for  the  low-income  housing  tax  credit,  unless  tt 
property  is  substantially  financed  with  the  proceeds  of  tax-exemj 


ieW" 


*  New  construction  and  rehabilitation  expenditures  for  most  low-income  housing  proje 
placed  in  service  in  1987  were  eligible  for  a  maximum  nine  percent  credit  per  year  for  10  yea 
The  acquisition  cost  of  existing  projects  and  the  cost  of  newly  constructed  projects  recei^ 
other  Federal  subsidies  placed  in  service  in  1987  were  eligible  for  a  maximum  four  perce 
credit  per  year  for  10  years. 

^  A  credit  percentage  equal  to  two-thirds  of  the  credit  percentage  for  the  initial  qualified 
is  applicable  to  additions  to  qualified  basis,  discussed  below. 
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nds  subject  to  the  State's  private  activity  bond  volume  limita- 
»n. 

'termination  of  credit  amount 

The  credit  amount  for  low-income  housing  in  any  taxable  year  is 
mputed  by  appl5ring  the  appropriate  credit  percentage  to  the 
alified  basis  amount  for  that  year. 

Credit  percentage 

For  buildings  placed  in  service  after  1987,  the  credit  percentage 
determined  monthly,  to  achieve  a  present  value  of  either  70  per- 
nt  (most  newly  constructed  and  rehabilitated  buildings)  or  30  per- 
nt  (existing  buildings  and  all  Federally  subsidized  buildings).  The 
scount  rate  used  to  determine  present  value  is  an  after-tax  aver- 
e  of  the  annual  applicable  Federal  rates  (AFR)  for  mid-term  and 
ig-term  obligations  for  the  month  the  building  is  placed  in  serv- 

Present  law,  as  clarified  by  a  technical  amendment  passed  by  the 
Duse  of  Representatives  in  1987  (H.R.  3545),  permits  a  building 
mer,  with  the  consent  of  the  applicable  housing  credit  agency,  to 
3ct  irrevocably  to  use  the  credit  percentage  for  the  month  in 
lich  the  taxpayer  receives  a  binding  commitment  for  a  credit  al- 
cation  from  the  credit  agency  or,  in  the  case  of  a  tax-exempt  bond 
lanced  project  for  which  no  allocation  is  required,  the  month  in 
lich  the  tax-exempt  bonds  are  issued. 

The  credit  percentage  for  rehabilitation  expenditures  (in  excess 
a  prescribed  minimum  amount)  is  determined  when  rehabilita- 
)n  is  completed  and  the  rehabilitated  property  is  placed  in  serv- 
5,  but  no  later  than  the  end  of  a  prescril^d  24-month  period  for 
Mch  such  expenditures  may  be  aggregated. 

^        Qualified  basis 

In  general. — The  qualified  basis  amount  with  respect  to  which 
e  credit  is  computed  is  determined  as  the  ratio  of  eligible  basis  in 
qualified  low-income  building  attributable  to  the  low-income 
ntal  housing  units.  This  ratio  is  the  lesser  of  (1)  the  ratio  of  low- 
come  units  to  all  residential  rental  units  or  (2)  the  ratio  of  the 
X)r  space  of  the  low-income  units  to  the  floor  space  of  all  residen- 
al  rental  units.  (Generally,  in  these  calculations,  low-income  units 
■e  those  housing  units  occupied  by  low-income  tenants,  whereas 
sidential  rental  units  are  all  housing  units,  whether  or  not  occu- 
ed. 

The  qualified  basis  for  each  building  is  determined  on  the  last 
ly  of  each  taxable  year,  beginning  in  the  taxable  year  in  which 
le  building  is  placed  in  service  or,  if  the  taxpayer  elects,  the  fol- 
wing  taxable  year. 


'  Treasury's  monthly  adjustments  of  the  credit  percentages  are  to  be  determined  on  a  dis- 
iinted  after-tax  basis,  based  on  the  average  of  the  annual  applicable  Federal  rates  (AFR)  for 
d-term  and  long-term  obligations  for  the  month  the  building  is  placed  in  service.  The  after-tax 
terest  rate  is  to  be  computed  as  the  product  of  (1)  the  average  AFR  and  (2)  .72  (one  minus  the 
udmum  individual  Federsd  income  tax  rate).  The  discounting  formula  assumes  each  credit  is 
ceived  on  the  last  day  of  each  year  and  that  the  present  value  is  computed  as  of  the  last  day 
the  first  year. 


Additions  to  qualified  basis. — The  qualified  basis  of  a  buildi 
may  be  increased  subsequent  to  the  initial  determination  only  , 
reason  of  an  increase  in  the  number  of  low-income  units  or  in  tj 
floor  space  of  the  low-income  units  (as  opposed  to  by  reason  of  i, 
creases  in  the  eligible  basis  of  the  building).  Credits  claimed  on  suj 
additional  qualified  basis  are  determined  using  a  credit  percental 
equal  to  two-thirds  of  the  applicable  credit  percentage  allowable  1 
the  initial  qualified  basis.  As  described  below  under  the  descripti! 
of  the  State  credit  ceiling,  an  allocation  of  credit  authority  must  ;| 
received  for  credits  claimed  on  additions  to  qualified  basis,  in  tl, 
same  manner  as  for  credits  claimed  on  the  initial  qualified  bad] 
Unlike  credits  claimed  on  the  initial  qualified  basis,  credits  claira! 
on  additions  to  qualified  basis  are  adlowable  annually  for  the  p< 
tion  of  the  required  15-year  compliance  period  remaining  after  ^| 
gibility  for  such  credits  arises,  regardless  of  the  year  such  additi(|j 
al  qualified  basis  is  determined.  The  additional  qualified  bEisisI, 
determined  as  a  percentage  increase  in  the  original  adjusted  baJi 
(before  deductions  for  depreciation)  of  the  property.  i. 

Eligible  basis  I 

Eligible  basis  consists  of  (1)  the  cost  of  new  construction,  (2)  tj 
cost  of  rehabilitation,  or  (3)  the  cost  of  acquisition  of  existing  bui| 
ings  acquired  by  purchase  (including  the  cost  of  rehabilitation,! 
any,  to  such  buildings  incurred  before  the  close  of  the  first  taxal 
year  of  the  credit  period  and  which  do  not  exceed  $2,000  per  un:] 
Only  the  adjusted  basis  of  depreciable  property  may  be  included!' 
eligible  basis.  The  cost  of  land  is  not  included  in  eligible  basis,      l] 

Generally,  the  eligible  basis  of  a  building  is  determined  at  ti; 
time  the  building  is  placed  in  service.  For  this  purpose,  rehabili| 
tion  expenditures  (in  excess  of  $2,000  per  unit)  are  treated  I 
placed  in  service  at  the  close  of  the  period  when  rehabilitation  \ 
penditures  are  incurred,  not  to  exceed  24  months.  In  the  case  of  j 
habilitation  expenditures  incurred  in  connection  with  the  acqui 
tion  of  an  existing  building  (and  which  do  not  exceed  the  $2,Gj 
threshold  amount),  capital  expenditures  incurred  through  the  &, 
of  the  first  year  of  the  credit  period  may  be  included  in  the  origii 
eligible  basis.  i 

Acquisition  of  existing  buildings. — The  cost  of  acquisition  of 
existing  building  may  be  included  in  eligible  basis  and  any  rehabj 
tation  expenditures  to  such  a  building  incurred  before  the  close! 
the  first  year  of  the  credit  period  may  at  the  election  of  the  taxpi 
er  also  be  included  in  eligible  basis,  without  a  minimum  rehabili| 
tion  requirement.  These  costs  may  be  included  in  eligible  ba^ 
however,  only  if  the  building  or  a  substantial  improvement  to  t 
building  has  not  been  previously  placed  in  service  within  10  yei 
and  if  the  building  (or  rehabilitated  property  within  the  building] 
not  subject  to  the  15-year  housing  credit  compliance  period.  | 

A  buUding  that  is  transferred  in  a  transaction  where  the  basiaj 
the  property  in  the  hands  of  the  new  owner  is  determined  in  wh 
or  part  by  the  adjusted  basis  of  the  previous  owner  (for  example, 
a  ^ft  of  property)  is  considered  not  to  have  been  newly  placed 
service  for  purposes  of  the  10-year  requirement.  Further,  pres^ 
law,  as  clarified  by  a  technical  amendment  passed  by  the  House| 
1987  (H.R.  3545),  provides  that  a  building  which  has  been  acquii 


Dy  a  governmental  unit,  or  certain  qualified  501(c)(3)  or  501(c)(4)  or- 
ganizations is  not  treated  as  placed  in  service  by  that  governmental 
mit  or  organization  for  purposes  of  the  10-year  requirement,  if  the 
icquisition  occurred  more  than  10  years  from  the  date  the  building 
)r  a  substaintial  improvement  to  the  building  was  last  placed  in 
service.  Further,  a  building  acquired  by  foreclosure  by  taxpayers 
)ther  than  a  governmental  unit  or  501(c)(3)  organization  is  not 
created  as  newly  placed  in  service  by  that  taxpayer  for  purposes  of 
;he  10-year  requirement  if  the  foreclosure  occurred  more  than  10 
jrears  from  the  date  the  building  or  a  substantial  improvement  to 
;he  buUding  was  last  placed  in  service  and  the  property  was  resold 
within  a  short  period. 

The  Treasury  Department  may  waive  the  10-year  requirement 
for  any  building  substantially  assisted,  financed,  or  operated  under 
the  Department  of  Housing  and  Urban  Development  (HUD)  section 
?,  section  221(dX3),  or  section  236  programs,  or  under  the  Farmers' 
Home  Administration  (FmHA)  section  515  program  when  an  as- 
signment of  the  mortgage  secured  by  property  in  the  project  to 
HUD  or  FmHA  otherwise  would  occur  or  when  a  claim  against  a 
Federal  mortgage  insurance  fund  would  occur. 

Federal  grants  and  other  subsidies. — Eligible  basis  may  not  in- 
clude the  amount  of  any  Federal  grant,  regardless  of  whether  such 
jrant  is  included  in  gross  income.  If  any  portion  of  the  eligible 
basis  attributable  to  new  construction  or  to  rehabilitation  expendi- 
tures is  financed  with  Federal  subsidies  (e.g.,  tax-exempt  bonds), 
the  qualified  basis  is  eligible  only  for  the  30-percent  present  value 
credit,  unless  such  Federal  subsidies  are  excluded  from  eligible 
basis. 

Minimum  set-aside  requirement  for  low-income  individuals 

I  In  general 

A  residential  rental  project  qualifies  for  the  low-income  housing 
tax  credit  only  if  (1)  20  percent  or  more  of  the  aggregate  residential 
rental  units  in  the  project  are  occupied  by  individuals  with  incomes 
of  50  percent  or  less  of  area  median  income,  as  adjusted  for  family 
size,  or  (2)  40  percent  or  more  of  the  aggregate  residential  rental 
units  in  the  project  are  occupied  by  individuals  with  incomes  of  60 
percent  or  less  of  area  median  income,  as  adjusted  for  family  size.^ 
(This  requirement  is  referred  to  as  the  "minimum  set-aside"  re- 
quirement.) 

A  special  set-aside  may  be  elected  for  projects  that  satisfy  a 
stricter  requirement  and  that  significantly  restrict  the  rents  on  the 
low-income  units  relative  to  the  other  residential  units  in  the  build- 
ing (the  "rent  skewing"  set-aside).  Projects  qualify  for  this  rule 
only  if,  as  part  of  the  general  set-aside  requirement,  15  percent  or 
more  of  all  low-income  units  are  occupied  by  individuals  having  in- 
comes of  40  percent  (rather  than  50  percent  or  60  percent)  or  less  of 
area  median  income,  and  the  average  rent  charged  to  tenants  in 
the  residentisd  rental  units  which  are  not  low-income  units  is  at 

'  A  special  set-aside  requirement  under  which  a  project  qualifies  if  25  percent  or  more  of  the 
units  are  occupied  by  individuals  with  incomes  of  60  percent  or  less  of  area  median  income  is 
provided  for  New  York  City. 
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least  300  percent  of  the  average  rent  charged  to  low-income  tenJ 
ants  for  comparable  units.  Under  this  special  rule,  a  low-incomej 
tenant  will  continue  to  qualify  as  such,  as  long  as  the  tenant'^ 
income  does  not  exceed  170  percent  (rather  than  the  general  140 
percent  limit,  described  below)  of  the  qualifying  income.  Addition-! 
ally,  if  a  project  to  which  this  special  set-aside  requirement  applied 
ceases  to  comply  with  the  continuous  compliance  requirement  ben 
cause  of  increases  in  existing  tenants'  incomes,  no  penalties  are  imi 
posed  if  each  available  low-income  unit  (rather  than  each  availably 
unit)  is  rented  to  tenants  having  incomes  of  40  percent  or  less  ojl 
area  median  income,  until  the  project  is  again  in  compliance.  ] 

All  units  comprising  the  minimum  set-aside  in  a  project  must  bej 
suitable  for  occupancy  and  used  on  a  nontransient  basis,  and  ar^ 
subject  to  the  limitation  on  gross  rent  charged  to  residents  of  set^ 
aside  units.  i 

The  owner  of  each  project  must  irrevocably  elect  the  minimun^; 
set-aside  requirement  (including  the  rent  skewing  set-aside  de^; 
scribed  above)  at  the  time  the  project  is  placed  in  service.  In  thfij 
case  of  a  project  consisting  of  a  single  building,  the  set-aside  reji 
quirement  must  be  met  within  12  months  of  the  date  the  building 
(or  rehabilitated  property)  is  placed  in  service,  and  complied  witH 
continuously  thereafter  for  a  period  ending  15  years  after  the  first 
day  of  the  first  taxable  year  in  which  the  credit  is  claimed.  Special, 
rules  apply  to  projects  consisting  of  multiple  buildings  placed  iij 
service  on  different  dates. 

Continuous  compliance  required 

The  determination  of  whether  a  tenant  qualifies  as  low  income 
for  purposes  of  the  minimum  set-aside  requirement  is  made  on  i 
continuing  basis,  both  with  regard  to  the  tenant's  income  and  the 
qualifying  area  income,  rather  than  only  on  the  date  the  tenani 
initially  occupies  the  unit.  An  increase  in  a  tenant's  income  ma^ 
result,  therefore,  in  a  unit  ceasing  to  qualify  as  occupied  by  a  low! 
income  person.  However,  a  qualified  low-income  tenant  is  treated 
as  continuing  to  be  such  notwithstanding  de  minimis  increases  ir 
his  or  her  income.  Under  this  rule,  a  tenant  qualifying  when  ini 
tially  occup5dng  a  rental  unit  will  be  treated  as  continuing  to  hav( 
such  an  income  provided  his  or  her  income  does  not  increase  to  i 
level  more  than  40  percent  in  excess  of  the  maximum  qualifyinj 
income,  adjusted  for  family  size.  If  the  tenant's  income  increases  t< 
a  level  more  than  40  percent  above  the  otherwise  applicable  ceilinj 
(or  if  the  tenant's  family  size  decreases  so  that  a  lower  maximun 
family  income  applies  to  the  tenant)  that  tenant  is  no  longer  counti 
ed  in  determining  whether  the  project  satisfies  the  set-aside  re 
quirement.  No  penalty  is  assessed  in  such  an  event,  however,  pro 
vided  that  each  residential  rental  unit  that  becomes  vacant  (o 
comparable  or  smaller  size  to  the  units  no  longer  satisf5dng  the  ap 
plicable  income  requirement)  is  rented  to  low-income  tenants  unti) 
the  project  is  again  in  compliance. 

Vacant  units,  formerly  occupied  by  low-income  individuals,  ma; 
continue  to  be  treated  as  occupied  by  qualified  low-income  Individ 
uals  for  purposes  of  the  set-aside  requirement  (as  well  as  for  detei 
mining  qualified  basis)  provided  reasonable  attempts  are  made  t' 


•ent  the  units  and  no  other  units  of  comparable  or  smaller  size  in 
;he  project  are  rented  to  nonqualifying  individuals. 

9ro8s  rent  limitation 

The  gross  rent  paid  by  families  in  units  on  which  a  tax  credit  is 
;laimed  may  not  exceed  30  percent  of  the  applicable  area  income 
jualifying  as  "low,"  adjusted  for  family  size.  Gross  rent  includes 
;he  cost  of  any  utilities,  other  than  telephone.  If  any  utilities  are 
Daid  directly  by  the  tenant,  the  maximum  rent  that  may  be  paid  by 
;he  tenant  is  reduced  by  a  utility  allowance  prescribed  by  the 
Freasury  Department. 

The  gross  rent  limitation  applies  only  to  payments  made  directly 
jy  the  tenant.  For  example,  any  rent^  assistance  pajmients  made 
)n  behalf  of  the  tenant,  such  as  through  section  8  of  the  United 
States  Housing  Act  of  1937  or  any  comparable  Federal  rental  as- 
jistance,  are  not  included  in  gross  rent  for  purposes  of  the  30-per- 
;ent  limit.  (Such  payments  are,  however,  included  in  determining 
p*oss  rent  for  purposes  of  the  special  exception  for  rent-skewed 
projects.) 

Compliance  period  and  penalty  for  noncompliance 

Qualified  residential  rental  projects  must  remain  as  rental  prop- 
erty and  must  satisfy  the  minimum  set-aside  requirement,  de- 
jcribed  above,  throughout  a  15-year  compliance  period.  Units  on 
which  credits  are  claimed  in  addition  to  those  meeting  the  mini- 
mum set-aside  requirement  on  which  a  credit  is  allowable  also 
nust  continuously  comply  with  this  requirement. 

Generally,  any  change  in  ownership  of  a  building  subject  to  the 
compliance  period  is  a  recapture  event.  An  exception  is  provided  if 
:he  seller  posts  a  bond  with  the  Treasury  Department  (in  an 
miount  prescribed  by  Treasury)  and  provided  it  can  reasonably  be 
expected  that  the  building  will  continue  to  be  operated  as  a  quali- 
[ied  low-income  building  for  the  remainder  of  the  compliance 
period.  For  partnerships  comprised  of  at  least  35  individual  part- 
aers  and  where  no  more  than  50  percent  of  the  ownership  is  by 
corporations,  at  the  partnership's  election,  no  change  in  ownership 
svdll  be  deemed  to  occur  provided  within  a  12-month  period  at  least 
50  percent  (in  value)  of  the  original  ownership  is  unchanged. 

The  penalty  for  £uiy  building  subject  to  the  15-year  compliance 
period  failing  to  remain  part  of  a  qualified  low-income  project  is  re- 
capture of  a  portion  of  all  credits  claimed,  with  interest,  for  all 
prior  years. 

The  penalty  for  a  decrease  in  the  qusdified  basis  of  a  building, 
while  still  remaining  part  of  a  qualified  low-income  project,  is  re- 
capture of  the  credits  with  respect  to  the  accelerated  amount 
claimed  for  all  previous  years  on  the  amount  of  the  reduction  in 
qualified  basis. 

Owners  and  operators  of  low-income  housing  projects  on  which  a 
credit  has  been  claimed  may  correct  any  noncompliance  with  the 
set-aside  requirement  within  a  reasonable  period  after  the  noncom- 
pliance is  discovered  or  reasonably  should  have  been  discovered,  in 
which  case  there  is  no  recapture. 
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state  low-income  housing  credit  authority  limitation 

Generally,  all  buildings  eligible  for  the  low-income  housing  credit 
must  receive  an  allocation  of  credit  authority  from  the  State  or 
local  credit  agency  in  whose  jurisdiction  the  quEdifying  low-income 
housing  project  is  located.  The  aggregate  amount  of  such  credits  al- 
located within  the  State  is  limited  by  the  State  annual  low-income 
credit  authority  limitation.  Generally,  credits  subject  to  the  State 
credit  authority  limitation  include  any  credits  attributable  to  ex- 
penditures not  financed  with  tax-exempt  bonds  subject  to  the  pri-j 
vate  activity  bond  volume  limitation.  j 

In  all  cases,  credit  allocations  are  counted  against  a  State's! 
annual  credit  authority  limitation  for  the  calendar  year  in  whichj 
the  credits  are  allocated.  Credits  may  be  allocated  only  during  thei 
calendar  year  in  which  the  building  or  rehabilitated  property  isj 
placed  in  service,  except  in  the  case  of  (1)  credits  claimed  on  addi-j 
tions  to  qualified  basis  £ind  (2)  credits  allocated  in  a  later  year  pur-; 
suant  to  £in  earlier  binding  commitment  made  no  later  than  the! 
year  in  which  the  building  is  placed  in  service.  | 

Allowable  credit  authority 

General  rules. — The  annual  credit  authority  limitation  for  eachj 
State  is  equal  to  $1.25  for  every  individual  who  is  a  resident  of  thej 
State.  For  purposes  of  the  credit  authority  limitation,  the  District! 
of  Columbia  and  U.S.  possessions  (e.g.,  Puerto  Rico,  the  Virgin  Is-l 
lands,  Guam,  and  American  Samoa)  are  treated  as  States.  No  cred-j 
its  authority  is  provided  for  years  after  1989. 

Generally,  no  carryover  of  unused  credit  authority  is  permitted^l 
A  limited  exception  is  provided  for  buildings  placed  in  service  wH 
1990,  if  expenditures  of  10  percent  or  more  of  total  project  costs  ar^' 
incurred  before  January  1,  1989.  Credit  authority  for  such  property 
may  be  carried  over  from  the  1989  credit  authority  of  issuing  thej 
credit  agency.  , 

Present  law,  as  clarified  by  a  technical  amendment  passed  by  th0 
House  in  1987  (H.R.  3545),  provides  that,  for  allocations  made  after 
1987,  if  a  building  cannot  be  placed  in  service  in  the  year  for  which 
the  allocation  was  made  for  resisons  beyond  the  control  of  the  tax- 
payer, then  upon  approval  by  the  Treasury  Department,  the  credit 
allocation  will  be  valid  if  the  building  is  placed  in  service  in  the 
succeeding  year. 

Special  set-aside  for  qualified  nonprofit  organizations. — A  portion 
of  each  State's  credit  authority  limitation  is  set  aside  for  exclusive 
use  by  qualified  nonprofit  organizations.  This  set-aside  is  equal  tc 
$0,125  per  resident  of  the  State.  This  set-aside  £miount  may  not  be 
changed  by  State  action,  either  legislative  or  gubernatorial.  In  ad- 
dition to  the  special  set-aside,  qualified  nonprofit  organizatioc 
projects  may  be  allocated  any  additional  amount  of  a  State's  re] 
maining  credit  authority. 

Description  of  Amendments  to  the  Low-Income  Housing  Credit 
Passed  by  the  House  in  1987  (H.R.  3545) 

The  House  of  Representatives  passed  H.R.  3545  in  1987,  whict 
would  have  made  numerous  technical  and  substantive  modifica 
tions  to  the  low-income  housing  credit.  These  amendments  were 
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lot  enacted  into  law.  Below  follows  a  brief  description  of  the  sub- 
itantive  amendments  to  the  credit  which  were  included  in  H.R. 
1545,  as  passed  by  the  House  (but  which  were  not  included  in  the 
)ill  as  enacted). 

'Carryover  of  credit  authority  and  reduction  in  credit  volume  limita- 
tions 

H.R.  3545  would  have  permitted  States  to  elect  to  carryover 
mused  credit  authority  for  specifically  identified  projects  that 
vould  be  placed  in  service  in  the  following  calendar  year.  The  car- 
ryover authority  would  have  applied  only  to  costs  eligible  for  the 
'0-percent  present-value  credit,  unless  the  costs  were  restricted  to 
he  30-percent  credit  solely  because  of  the  presence  of  another  Fed- 
eral subsidy.  Concomitantly,  the  bill  would  have  reduced  each 
state's  credit  volimie  limitation  from  $1.25  per  resident  of  the 
)tate  to  $1.10  per  resident. 

determination  of  low  income 

H.R.  3545  would  have  provided  that  the  determination  of  wheth- 
er a  tenant's  income  qualified  as  "low"  could  be  made  by  reference 

0  either  the  area  median  income  or  the  State  median  income, 
vhich  ever  was  higher. 

determinations  of  qualifying  rent 

H.R.  3545  would  have  excluded  rental  assistance  payments  under 
©ction  8  of  the  Housing  Act  of  1937  from  gross  rent  in  determining 
vhether  a  project  qualified  for  the  special  set-aside  for  projects  in 
vhich  low-income  tenants  are  charged  gross  rents  not  exceeding 
me-third  of  the  rent  charged  to  other  tenants. 

H.R.  3545  also  would  have  permitted  the  owner  of  a  low-income 
lousing  credit  project  to  disregard  changes  in  family  size  resulting 
rom  death,  divorce,  separation,  and  abandonment  in  determining 
;he  gross  rent  that  may  be  charged  an  existing  low-income  tenant 
n  such  a  project. 

Exceptions  to  10-year  anti-churning  rule 

1  H.R.  3545  would  have  expanded  the  exceptions  to  the  10-year 
mti-chuming  rule  for  certain  Federally  subsidized  housing  to 
Dermit  the  Secretary  of  the  Treasury  to  grant  exceptions,  on  a 
;ase-by-case  basis,  to  rental  housing  receiving  subsidies  under  sec- 
ion  236  and  221(dX3)  programs,  if  the  Secretary  determined  that 
'ailure  to  grant  a  waiver  will  result  in  conversion  to  a  use  other 
:h£in  low-income  housing. 

The  bill  also  would  have  expanded  an  exception  from  the  10-year 
inti-chuming  rule  for  existing  housing  if  the  building  were  owned 
md  operated  by  a  governmental  unit  provided  that  the  building's 
previous  private  owner  had  placed  the  building  in  service  at  least 
10  years  before.  This  exception  also  would  have  applied  to  govern- 
mentally  owned  buildings  originally  placed  in  service  fewer  than 
ten  years  ago,  if  the  governmental  unit  originally  placed  the  build- 
ing in  service  and  had  continuously  owned  and  operated  it  since 
that  date. 
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Recapture  on  corporate  partnerships 

H.R.  3545  would  have  deleted  the  limit  on  corporate  ownershij 
for  certain  large  partnerships  where  credit  recapture  liability  is  de 
termined  at  the  partnership,  rather  than  the  partner,  level. 


I.  Issues  arising  from  proposals  to  amend  the  low-income  housing 

tax  credit 

The  tax  credit  for  low-income  rental  housing  enacted  in  1986  cre- 
ited  a  new  tax  subsidy  for  real  estate  at  a  time  when  tax  benefits 
or  real  estate  generally  were  being  reduced.  The  credit  was  de- 
signed to  direct  tax  incentives  more  efficiently  to  low-income  indi- 
dduals  by  linking  the  incentive  to  the  number  of  low-income  indi- 
dduals  served  and  requiring  that  individuals  with  incomes  lower 
han  previously  required  be  served.®  Additionally,  limits  were 
)laced  on  rents  that  may  be  charged  to  tenants  in  residential  units 
•eceiving  tax  credits. 

H.R.  3545,  as  passed  by  the  House  of  Representatives  in  1987, 
iontained  numerous  amendments  to  the  low-income  housing  credit, 
)oth  of  a  technical  and  of  a  substantive  nature.  Two  main  goals  lay 
)ehind  the  substantive  provisions  in  the  bill.  One  goal  was  to  make 
he  low-income  rental  housing  tax  credit  more  attractive  to  inves- 
ors.  Attracting  more  investors  could  increase  construction  of  new 
or  rehabilitated)  housing.  The  other  goal  was  to  enable  the  tax 
;redit  to  be  used  to  help  preserve  the  existing  low-income  housing 
itock  in  low-income  use,  and  to  extend  to  this  stock  the  new  target- 
ng  requirements  of  the  credit. 

increasing  the  pool  of  investors 

In  general,  the  efficacy  of  increasing  the  pool  of  investors  in  low- 
ncome  housing  depends  on  the  extent  to  which  States  are  using 
heir  existing  tax  credit  authority.  If  States  fully  utilize  their 
)resent-law  credit  authority,  increasing  the  pool  of  investors  may 
:hange  the  nature  of  the  projects  undertaken,  but  may  not  neces- 
larily  increeise  the  supply  of  low-income  rental  housing.  Early  evi- 
lence  suggests  only  moderate  use  of  credit  authority  in  1987."^  This 
nay  reflect  the  newness  of  the  tax  credit  as  well  as  the  numerous 
)ther  changes  made  by  the  Tax  Reform  Act  of  1986,  rather  than 
he  potential  long-term  usage  of  the  credit.  In  addition,  while  po- 
entially  successful  at  expanding  the  use  of  the  tax  credit,  some  of 
ihe  proposals  contained  in  H.R.  3545  raise  other  issues. 

Carryover  of  credit  authority 

Present  law,  as  clarified  by  a  technical  amendment  passed  by  the 
House  in  1987  (H.R.  3545),  permits  such  carryovers  where  a  project 
Jould  not  be  placed  in  service  due  to  unavoidable  circumstances 
)eyond  the  control  of  the  developer.  A  substantive  amendment  in 
H.R.  3545  would  have  permitted  carryovers  in  the  case  of  new  con- 


•  See,  General  Explanation  of  the  Tax  Reform  Act  of  1986,  Joint  Committee  on  Taxation  (JCS- 
0-87,  May  4,  1987),  pp.  152-153. 

'  See,  C.  Herbert,  and  J.  Verdier,  Early  Experience  with  the  Low-Income  Rental  Housing  Tax 
yedit.  National  Council  of  State  Housing  Agencies,  October  1987. 

(13) 


82-S66 


14 

struction  and  rehabilitation  projects  without  regard  to  such  special 
circumstances. 

Present  law  amendment  protects  investors  from  the  uncertgdnty 
of  weather  and  other  unavoidable  delays  which  affect  the  construc- 
tion business.  The  substantive  amendment  would  increase  flexibil- 
ity for  investors  in  determining  when  to  place  their  projects  in 
service.  This  increased  flexibility  makes  the  credit  more  attractive. 

The  efficacy  of  credit  carryforward  depends  on  the  extent  to 
which  investors  apply  for  the  credit  under  current  law.  If  1987's  ex- 
perience was  not  indicative  of  the  long-run  utilization  of  the  credit, 
the  amendment  could  lead  to  small  or  no  net  additions  of  low- 
income  housing.  Furthermore,  since  in  the  bill,  carr3rforward  would 
be  accompanied  by  a  reduction  in  State  credit  authority  the  result 
could  be  fewer  additions  to  the  stock  of  low-income  housing  than 
present  law  would  provide. 

Recapture  of  credits 

Another  substantive  amendment  in  H.R.  3545  would  have  ex^ 
p£inded  the  partnerships  eligible  for  a  special,  relaxed  recapture 
provision  on  low-income  rental  housing  credits.  Present  law,  as 
clarified  by  a  technical  amendment  passed  by  the  House  in  1987] 
(H.R.  3545),  permits  limited  interests  in  these  partnerships  to  bd 
owned  by  corporations  (who  are  not  subject  to  the  passive  loss  re^ 
strictions)  to  reflect  the  fact  that  developer  corporations  frequently 
retain  a  limited  interest  in  projects  syndicated  by  them. 

Present  law  provides  greater  flexibility  in  attracting  investors 
who  are  not  subject  to  the  limitations  of  present  law  limiting  dei 
ductibility  of  losses  from  passive  activities. 

The  substantive  amendment  would  remove  all  limits  on  corpo 
rate  ownership  of  partnerships  eligible  for  the  special  recapture 
rule.  Making  recapture  less  likely  could  enhance  the  attractiveness 
of  credit  projects  to  corporate  investors  generally.  On  the  othei 
hand,  removing  the  threat  of  recapture  could  lessen  the  commit! 
ment  of  corporate  investors  (not  subject  to  the  passive  loss  limita 
tion)  to  continued  maintenance  of  low-income  rental  housing 
projects. 

Changes  in  family  size 

H.R.  3545  would  have  provided  that  decreases  are  not  made  in  i 
low-income  tenant's  rent  to  reflect  certain  reductions  in  familj 
size.  Not  reducing  a  tenant's  rent  for  certain  reductions  in  family 
size  provides  greater  certainty  to  investors  in  low-income  housing 
Providing  this  surety  to  investors'  cashflow  may  create  greater  inj 
vestor  interest.  This  could  result  in  expansion  of  the  low-incom( 
rental  housing  stock.  On  the  other  hand,  not  requiring  reduction 
in  rent  could  impose  a  greater  financial  burden  on  persons  wh^ 
have  lost  a  portion  of  their  available  family  income  and  coul< 
reduce  the  targeting  of  subsidized  units  to  families  with  the  great 
est  need. 

Determination  of  low  income 

Permitting  an  investor  to  use  the  higher  of  metropolitan  statist  ^, 
cal  area  ("MSA")  or  State  income  to  determine  what  tenants  quaJI^ 
ify  as  having  low-incomes,  as  would  have  been  done  under  H.H 
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3545,  effectively  raises  the  income  limits  applicable  to  potential 
rental  housing  projects.  This  in  turn  raises  the  maximum  rent  an 
investor  may  charge  these  tenants.  (Low-income  tenants  may  not 
t)e  charged  rents  exceeding  30  percent  of  the  income  qualifying  as 
"low"  (e.g.,  60-p|ercent  or  50-percent  of  the  area  income).) 

Many  statistical  areas  include  a  central  city  and  its  suburbs. 
Some  areas,  however,  are  defined  solely  by  the  central  city.  In- 
comes typically  are  higher  in  suburbs;  hence  income  limits  are 
more  stringent  where  suburbs  are  not  included  in  an  MSA.  This 
may  create  unequal  treatment  of  such  areas  when  they  are  in  all 
Dther  respects  similar.  However,  permitting  tenants  in  an  area  to 
qualify  as  having  low  incomes  and  charging  rents  based  on  the 
liigher  of  State  or  area  median  income  would  effectively  increase 
the  credit  income  targets,  thereby  diminishing  the  effectiveness  of 
targeting  tax  credit  projects  toward  lowest-income  individuals. 

Section  8  rental  assistance 

Under  a  special  exception  from  the  continuous  compliance  re- 
[juirement  for  certain  rent-skewed  projects,  rental  assistance  p£^- 
ments  under  section  8  of  the  Housing  Act  of  1937  are  included  in 
determining  whether  rents  charged  to  low-income  tenants  are  no 
more  than  33  percent  of  those  charged  other  tenants.®  This  rent- 
skewing  exception  reflects  the  economic  difficulty  which  could 
arise  if  developers  were  required  to  charged  reduced  rents  on  mul- 
tiple housing  units  (e.g.,  when  a  tenant's  income  increased  above 
the  low-income  threshold  but  local  law  or  economic  factors  preclud- 
ed increasing  the  tenant's  rent  to  the  full  market  rate  while  a  new 
low-income  tenant  was  required  to  be  admitted  to  the  project  as  a 
result  of  the  continuous  compliance  requirement). 

Excluding  section  8  rental  assistance  payments  from  the  calcula- 
tion of  rent  paid  by  the  tenant  could  permit  a  tax-credit  project  to 
qualify  under  the  rent-skewing  exception  while  investors  received 
full  market  rents  on  all  housing  units  in  the  project  (i.e.,  the  com- 
bined tenant  and  section  8  payments  could  equal  the  full  market 
rent  charged  non-low-income  tenants).  On  the  other  hand,  relieving 
projects  from  the  requirement  of  subsidizing  a  housing  unit  at  a 
below-market  rent  would  increase  project  profitability  and  poten- 
tially investor  interest. 

Preserving  the  existing  low-income  housing  stock 

HUD  estimates  that  the  sections  221(dX3)  and  236  programs  pres- 
ently subsidize  over  600,000  units  of  rental  housing.  HUD  further 
estimates  that  mortgages  on  over  25  percent  of  these  units  are 
likely  to  be  prepaid  between  now  the  the  mid-1990s.  ^  With  prepay- 
ment of  the  HUD-subsidized  mortgage,  HUD  loses  control  of  the 
rents  that  tenants  may  be  charged.  These  housing  units  may  be 
converted  to  a  non-subsidized  rental  housing  or  owner-occupied 
housing  use  as  a  result.  This  problem  is  less  likely  to  occur  for 
State-financed,   non-FHA-insured   projects   which   are   subject   to 


*  This  definition  is  more  stringent  than  the  general  definition  of  groes  rent.  If  this  more  strin- 
gent rule  is  satisfied,  special  relief  is  provid^  cm  the  requirement  that  projects  continuously 
serve  minimum  percentage  of  low-income  tenants. 

"  See,  G.,  Milgram,  The  Assisted  Housing  Stock:  Potential  Losses  from  Prepayment  and  "Opt- 
outs",  Congressional  Research  Service,  Report  87-879  E  (November  4,  1987). 
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State  control.  Most,  if  not  all,  of  these  mortgages  prohibit  prepay- 
ment. ^° 

Permitting  selective  use  of  the  low-income  housing  credit  on 
some  of  these  housing  projects  could  encourage  their  retention  as 
subsidized  rental  housing.  Concomitsintly,  the  taix  credit's  targeting 
rules  would  be  extended  to  these  projects,  many  of  which  currently 
qualify  for  these  outlay  provisions  under  more  relaxed  rules. 

On  the  other  hand,  permitting  waivers  of  the  rule  restricting  tax 
credits  to  projects  that  have  not  been  placed  in  service  within  the 
10  years  preceding  the  credit-eligible  transfer  may  not  be  the  most 
effective  way  to  assure  a  stock  of  low-income  rental  housing.  Much 
rental  housing  serving  low-income  households  originally  was  not 
built  as  low-income  housing.  Rather,  as  the  housing  aged  and  more 
new  housing  was  built,  the  older  housing  became  affordable  and 
available  to  low-income  families.  Present  law  gives  the  most  tax 
credit  for  the  creation  of  new  or  the  rehabilitation  of  housing  units. 
One  of  the  credit's  objectives  was  to  provide  an  incentive  to  expand 
and  upgrade  the  nation's  low-income  housing  stock  by  more  than 
the  private  market  alone  would  dictate.  Expanding  the  circum- 
stances under  which  waivers  of  the  10-year  anti-churning  rule  mayj 
be  granted  by  Treasury  without  imposing  a  substantial  rehabilita-j 
tion  requirement  may  eliminate  incentives  to  increase  or  improvel 
the  stock  of  low-income  rental  housing.  | 


'Ibid. 


B.  Restrictions  on  Deductions  and  Credits  Arising  from  Passive 

Activities 

Passive  loss  rules  in  general 

The  Tax  Reform  Act  of  1986  added  a  provision  limiting  losses 
and  credits  from  passive  activities  (i.e.,  activities  in  which  the 
taxpayer  does  not  materially  participate,  and  rental  activities). 
Under  this  provision,  deductions  from  passive  trade  or  business 
activities  or  rental  activities,  to  the  extent  they  exceed  income 
from  all  such  passive  activities  (exclusive  of  portfolio  income),  gen- 
erally may  not  be  deducted  against  other  income.  Similarly,  credits 
from  passive  activities  generally  are  limited  to  the  tax  attributable 
to  the  passive  activities.  Suspended  losses  and  credits  are  carried 
forward  and  treated  as  deductions  and  credits  from  passive  activi- 
ties in  the  next  year.  Suspended  losses  from  an  activity  are  allowed 
in  full  when  the  tsixpayer  disposes  of  his  its  interest  in  the  activity. 

The  provision  applies  to  individuals,  estates,  trusts,  and  personal 
service  corporations.  A  special  rule  limits  the  use  of  psissive  activi- 
ty losses  and  credits  against  portfolio  income  in  the  case  of  closely 
held  corporations. 

Special  rules 

$25,000  allowance  in  the  case  of  rental  real  estate  activities 

A  special  rule  is  provided  for  passive  activity  losses  and  credits 
attributable  to  rental  real  estate  activities.  In  the  case  of  rental 
real  estate  activities,  a  taxpayer  who  is  an  individual  is  allowed  to 
deduct  up  to  $25,000  of  passive  activity  losses  (to  the  extent  that 
they  exceed  income  from  passive  activities)  if  the  taxpayer  actively 
participates  in  the  rental  real  estate  activity  (and  has  at  least  a  10- 
oercent  interest  in  it).  The  $25,000  amount  is  phased  out  ratably  as 
the  taxpayer's  adjusted  gross  income,  with  certain  modifications, 
increases  from  $100,000  to  $150,000. 

Special  rule  for  low-income  housing  and  rehabilitation  cred- 
its 

Under  a  special  rule,  the  $25,000  allowance  applies  to  low-income 
"lousing  and  rehabilitation  credits  (on  a  deduction  equivalent  basis), 
regardless  of  whether  the  taxpayer  claiming  the  credit  actively 
oarticipates  in  the  rental  real  estate  activity  generating  the  credit, 
(n  addition,  the  adjusted  gross  income  phaseout  range  for  the 
$25,000  amount  for  these  credits  is  from  $200,000  to  $250,000 
'rather  thein  the  generally  applicable  phaseout  range  of  $100,000  to 
$150,000). 

Effective  date 

The  passive  loss  limitations  are  effective  for  taxable  years  be- 
ginning after  1986.  For  certain  pre-enactment  interests  in  passive 

(17) 
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activities,  the  provision  is  phased  in,  and  becomes  fully  effective  fcj 
Sl^  years  beginning  in  1991  and  thereafter.  Transitional  reli. 
is  provided  for  losses  from  certain  existmg  low-mcome  housing  a 
tivities. 


III.  DESCRIPTION  OF  H.R.  3663 

("The  Low-Income  Housing  Tax  Act  of  1987") 

A.  Present  Law  and  Provisions  of  the  Bill 

Present  Law 

^n  general 

A  taxpayer's  basis  in  property  for  tax  purposes  is  generally  its 
;ost,  i.e.,  the  amount  of  cash  paid  and  the  value  of  any  property 
ransferred  in  exchange  for  the  property.  Basis  includes  the 
imount  of  any  indebtedness  incurred  in  connection  with  the  acqui- 
lition  of  the  property,  and  may  be  increased  by  the  cost  of  any  sub- 
lequent  capitfd  improvements.  Basis  is  decreased  by  the  simount  of 
lepreciation  deductions  claimed  against  taxable  income  with  re- 
ipect  to  the  property.  On  disposition  of  property,  a  taxpayer  gener- 
dly  recognizes  gain  equal  to  the  excess  of  (1)  the  amount  realized 
i.e.,  the  amount  of  cash  and  value  of  any  property  received  for  the 
)roperty)  over  (2)  the  adjusted  basis  of  the  property.  The  amount 
•ealized  generally  includes  the  amount  of  any  indebtedness  on  the 
)roperty  that  the  purchaser  assumes  or  takes  subject  to,  including 
lonrecourse  indebtedness.  Gain  on  disposition  is  taxed  at  the  same 
•ate  as  ordinary  income;  however,  if  the  taxpayer  has  capital 
osses,  the  losses  may  offset  portions  of  the  gain  not  subject  to  re- 
»pture  of  past  depreciation  deductions  in  addition  to  the  $3,000  of 
)rdinary  income  allowed  to  be  offset  by  net  capital  losses. 

Fax  credit  for  low-income  rental  housing 

Present  law  provides  a  tax  credit  to  owners  of  residential  rental 
)roperty  providing  low-income  housing.  This  tax  credit,  as  enacted 
n  1986,  replaced  tax  incentives  provided  for  low-income  housing  in- 
vestments under  prior  law,  i.e.,  preferential  depreciation,  five-year 
unortization  of  rehabilitation  expenditures,  and  special  treatment 
)f  construction  period  interest  and  taxes.  Different  amounts  of 
credit  are  provided  for  new  construction  and  rehabilitation  of  low- 
ncome  housing  and  for  acquisitions  of  existing  housing.  ^^ 

Cooperative  housing  corporations 

Cooperative  housing  corporations  and  their  tenant-stockholders 
ire  subject  to  special  rules  under  the  Code.  A  cooperative  housing 
corporation  generally  is  a  corporation  (1)  that  has  one  class  of 
Jtock,  (2)  each  of  the  shareholders  of  which  is  entitled,  solely  by 
•eason  of  ownership  of  stock,  to  occupy  a  dwelling  owned  or  leased 
)y  the  cooperative,  (3)  no  stockholder  of  which  is  entitled  to  receive 


"  For  a  description  of  the  presentrlaw  rules  relating  to  the  low-income  housing  credit,  see 
'art  n.A.l.,  above. 
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any  distribution  not  out  of  earnings  and  profits  of  the  cooperativ^ 
except  on  liquidation  of  the  corporation,  and  (4)  80  percent  or  moii 
of  the  gross  income  for  the  taxable  year  of  which  is  derived  fron^ 
tenant-stockholders  (sec.  216).  ,  .  •  I 

The  tenan^stockholders  of  a  cooperative  housing  corporation  arj 
entitled  to  deduct  their  allocable  shares  of  the  mterest  and  re^ 
estate  taxes  paid  by  the  corporation.  In  general,  the  corporation 
itself  is  subject  to  tax  in  the  same  manner  and  at  the  same  rates  aj 
regular  corporations.  Accordingly,  rents  received  (whether  iron 
tenant-stockholders  or  commercial  tenants)  are  mcludible  in  gro^ 
income,  and  depreciation  and  other  business  expenses  are  allo^^ 
alole  as  deductions.  . 

The  Code  provides  that  a  nonexempt  membership  organizatioj 
that  is  operated  primarily  to  furnish  services  or  goods  to  membei 
may  deduct  amounts  attributable  to  the  furnishing  of  such  service, 
or  goods  only  to  the  extent  of  income  derived  from  members,  lb 
Tax  Court  has  held,  in  the  case  of  one  nonprofit  membership  corp^ 
ration  12  organized  to  provide  housing  to  low-  and  moderate-incom 
tenants  that  the  corporation  was  subject  to  this  provision,  and  tha 
investment  income  earned  on  replacement  and  general  operatin 
reserves  funded  by  tenant-member  contributions  was  not  incon^ 
derived  from  members  for  this  purpose.  Accordingly,  such  mvesj 
ment  income  could  not  be  offset  by  depreciation  on  member  unit 
or  by  other  member-related  expenses.  See,  Concord  Consumei 
Housing  Cooperative  v.  Comm'r,  89  T.C.  105  (1987).  j 

Explanation  of  the  Bill  i 

Additional  tax  henefits  for  certain  property  retained  for  use  as  lot 
income  housing 

The  bill  would  provide  special  tax  benefits  to  owners  of  certai 
low-income  residential  rental  property.  As  a  condition  of  receivir 
these  benefits,  the  owner  must  agree  to  continue  operating  t^ 
property  under  existing  restrictions  imposed  by  a  Federal,  btate, j 
local  housing  program  for  an  additional  period  of  20  years,  or  tj 
remaining  term  of  any  government-subsidized  debt  on  the  propert 
if  longer.  The  owner  also  must  agree  to  make  capital  contributioi 
in  an  amount  the  appropriate  government  official  determines  to  I 
necessary  to  restore  the  project  to  sound  physical  and  fmancij 
condition.  ,         ,  ,,  .1 

One  benefit  provided  under  the  bill  is  that  the  owner  could  \\ 
crease  its  adjusted  basis  in  the  property  to  the  original  acquisiti^ 
cost,  plus  the  amount  of  any  expenditures  for  capital  improvemen 
incurred  before  the  agreement  date.  This  restored  basis  would  d 
termine  the  future  amounts  allowable  to  the  owner  as  depreciatit 
on  the  property  and  the  amount  of  gain  on  disposition  of  the  pro 

ertv 

An  additional  benefit  would  be  provided  if  10  years  have  laps^ 
since  the  property  was  placed  in  service  (or  since  the  property  wj 

'2  Although  the  parties  in  the  cited  case  stipulated  that  the  taxpayer  was  incorporated  a 
"cooperativl  housing  corporation,"  the  court  could  not  determine  from  the  record  whethei 
s^Sfi^  the  definitional  ^uireients  of  section  216;  the  court  therefore  did  not  assume  sv 
requirements  were  met.  i 
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ibstantially  improved)  and  the  low-income  housing  credit  has  not 
een  claimed  previously  with  respect  to  the  property.  In  these  cir- 
amstances,  the  owner  would  be  treated  as  placing  the  property  in 
jrvice  on  the  agreement  date,  thus  qualifying  for  the  low-income 
ousing  credit.  The  amount  of  the  credit  would  be  based  on  the  re- 
'X)red  basis,  described  above. 

In  the  event  the  owner  disposed  of  the  property  prematurely  or 
therwise  failed  to  operate  the  property  in  accordance  with  the 
greement,  the  owner  would  be  required  to  pay  a  tax  equal  to  the 
mount  of  the  taxes  saved  in  prior  years,  plus  accrued  interest 
•om  the  year  in  which  the  benefit  was  received.  ^^ 

iberalization  of  requirements  for  low-income  housing  credit 

The  bill  would  allow  waiver  of  the  requirement  under  the  low- 
icome  housing  credit  that  a  building  have  been  placed  in  service 
t  least  10  years  before  it  was  acquired  by  the  taxpayer.  This  re- 
uirement  would  be  waived  in  the  case  of  any  building  substantial- 
y  assisted,  financed,  or  operated  under  a  Federal,  State,  or  local 
mousing  program,  if  either  (1)  the  appropriate  government  official 
etermined  that  the  availability  of  the  credit  would  help  to  avoid  a 
efault  or  reduce  the  loss  to  the  government,  or  was  necessary  to 
nable  the  project  to  avoid  default  or  be  retained  for  low-income 
se,  or  (2)  the  taxpayer  acquired  the  building  from  a  governmental 
ody  which  had  acquired  the  building  pursuant  to  a  default. 

Exclusion  of  gain  on  disposition  of  certain  low-income  housing  prop- 
erty 

The  bill  would  allow  a  taxpayer  (other  than  a  corporation)  who 
isposes  of  certain  low-income  housing  property  to  exclude  from 
ross  income  an  amount  equal  to  the  excess  of  the  indebtedness  on 
he  property  over  its  adjusted  basis.  Thus,  in  general,  the  taxpayer 
irould  be  taixed  only  to  the  extent  he  or  she  received  cash  or  consid- 
ration  other  than  assumption  of  qualified  indebtedness.  For  the 
xclusion  to  apply,  the  property  must  have  been  assisted,  financed 
fir  operated  under  a  Federal,  State,  or  local  housing  program,  and 
lave  been  subject  to  restriction  on  rents  or  income  with  respect  to 
10  percent  or  more  of  the  tenants,  for  at  least  five  years  prior  to 
he  disposition.  In  addition,  the  disposition  must  be  to  a  nonprofit 
enants'  organization,  a  nonprofit  organization  one  of  whose 
ixempt  purposes  includes  the  fostering  of  low  income  housing,  a 
Jtate  or  local  governmental  unit,  or  a  partnership  that  contributes 
lufficient  capital  to  restore  the  project  to  soimd  condition. 

[liberalization  of  rules  applicable  to  cooperative  housing  corpora- 
tions in  the  case  of  certain  low-income  housing  projects 

The  bill  would  permit  certain  entities — "limited  equity  coopera- 
ive  housing  corporations"  eligible  for  tax-exempt  bond  financing — 
o  qualify  as  cooperative  housing  corporations  without  regard  to 
he  requirement  that  80  percent  or  more  of  the  corporation's 
ncome  be  derived  from  tenant-stockholders. 


^'Presumably  any  remaining  restored  basis  at  the  time  of  the  recapture  event  would  be 
iliminated  immediately  before  such  event.  Thus,  the  gain  realized  on  a  disposition  of  the  proper- 
y  would  be  determined  without  regard  to  the  restored  basis. 
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In  addition,  the  bill  would  treat  any  income  derived  by  a  limited 
equity  cooperative  housing  corporation  from  investment  of  manda- 
tory reserves  as  income  derived  from  members  for  purposes  of  the 
limitation  on  deductions  by  membership  organizations.  Thus,  d© 
ductions  for  depreciation  and  other  expenses  of  the  corporation  at 
tributable  to  tenant-shareholders  would  be  allowed  to  offset  such 
investment  income.  The  bill  provides  that,  if  a  qualifying  corporai 
tion  later  loses  its  status  as  a  limited  equity  cooperative  housing 
corporation,  the  tax  benefit  attributable  to  this  treatment  of  inj 
vestment  income  on  reserves  would  be  recaptured,  with  interest 
from  the  year  in  which  the  benefit  was  realized. 

Effective  Date 

The  bill  generally  would  be  effective  for  taxable  years  beginning 
after  the  date  of  enactment.  In  the  case  of  a  corporation  qualifying 
as  a  limited  equity  housing  corporation  as  of  the  first  day  of  th« 
first  taxable  year  beginning  after  the  date  of  enactment,  the  provi: 
sions  would  be  effective,  at  the  election  of  the  taxpayer,  for  anj 
prior  taxable  year.  \ 


B.  Issues  Arising  Under  H.R.  3663 

H.R.  3663  is  designed  primarily  to  encourage  the  retention  of  ex- 
sting  low-income  rental  housing  in  that  use.  It  attempts  to  achieve 
;his  goal  by  providing  new  tax  incentives,  by  expanding  the  eligibil- 
ty  for  the  low-income  housing  credit  to  certain  existing  low-income 
lousing  properties,  £ind  by  exempting  some  tenant  cooperatives 
vhich  may  own  or  purchase  such  housing  from  certain  income  tax 
imitations. 

Wew  tax  incentives  for  existing  low-income  housing 

'  In  general 

The  bill  would  provide  two  new  tax  incentives  generally  to 
)wners  of  projects  which  already  qualify  as  low-income  housing, 
rhe  first  would  increase  the  basis  of  the  project  for  purposes  of  de- 
ireciation,  gain  recognition,  and,  if  applicable,  the  low-income 
lousing  credit,  if  the  owner  agrees  to  maintain  the  project  as  low- 
ncome  rental  housing.  The  second  would  exclude  a  specified 
unount  from  the  gain  recognized  if  the  project  is  sold  to  groups 
villing  to  maintain  the  property  as  low-income  housing. 

HUD  estimates  that  the  sections  221(d)(3)  and  236  programs  pres- 
ently subsidize  over  600,000  units  of  rental  housing.  HUD  further 
estimates  that  mortgages  on  over  25  percent  of  these  units  are 
ikely  to  be  prepaid  between  now  and  the  mid-1990s.  With  prepay- 
nent  of  the  HUD-subsidized  mortgage,  HUD  loses  control  of  the 
•ents  that  tenants  may  be  charged.  These  housing  units  may  be 
converted  to  a  non-subsidized  rental  housing  or  owner-occupied 
lousing  use  as  a  result.  This  problem  is  less  likely  to  occur  for 
State-financed,  non-FHA-insured  projects  which  are  subject  to 
State  control.  Most,  if  not  all,  of  these  mortgages  prohibit  prepay- 
nent. 

Some  believe  that  providing  benefits  for  the  continuance  of  exist- 
ng  low-income  housing  is  a  cost  effective  method  for  assuring  af- 
fordable housing.  Additionally,  State  and  local  housing  authorities 
ire  able  to  guarantee,  through  the  agreements  required  under  the 
Dill,  the  future  availability  of  quality  low-income  housing.  They  are 
ible  to  select  properties  which  will  particularly  benefit  from  the  in- 
centives provided  and  require  appropriate  new  investments  in 
^hem.^'* 

Others  argue  that  providing  incentives  targeted  primarily  to  ex- 
isting property  will  generate  little  net  increase  in  rental  housing 
for  low-income  populations.  Instead,  they  contend  that  much  of  the 
Denefits  will  go  to  owners  of  property  which  would  have  remained 
low-income  anjrway.  Also,  property  which  is  induced  to  retain  its 
low-income  status  may  displace  other  new  or  rehabilitated  housing 


For  a  more  complete  discussion  of  these  issues,  see,  n.A.2.,  supra. 
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that  might  have  been  available  to  low-income  populations.  Addi- 
tionally, the  particular  level  of  tax  incentive  granted  may  bear 
little  relation  to  the  level  of  housing  services  provided  by  the 
project  or  the  amount  needed  to  assure  the  continued  provision  ol 
low-income  rental  housing.  Instead,  the  value  of  the  proposed  tajj 
incentive  to  be  granted  depends  on  the  particular  historical  patterij 
of  investments  associated  with  a  property,  in  nominal  rather  thai] 
in  inflation-adjusted  dollars.  Therefore,  the  benefit  is  only  looselj 
related  to  age  or  the  true  worth  of  the  project. 

In  addition,  the  incentive  provided  for  new  construction  in  thi^ 
bill  is  very  small  relative  to  existing  tax  incentives.  The  proposed 
benefits  are  visible  only  far  on  the  horizon  for  new  development: 
Thus,  it  is  suggested  that  these  provisions  may  increase  construcj 
tion  of  low-income  housing  only  slightly.  [ 

I 
Basis  restoration  I 

Owners  of  low-income  rental  housing  may  have  the  option  of  sellj 
ing  the  property  in  the  open  market.  For  property  on  which  th« 
low-income  housing  credit  is  desired  and  available,  selling  to  a  ne\« 
owner  will  often  be  tax-favored  relative  to  retention  by  the  originaj 
owner,  under  present  law.  The  buyer  receives  the  benefit  from  i 
higher  basis  for  calculating  depreciation  and  receives  the  low! 
income  housing  tax  credit  on  his  or  her  acquisition  cost.  Th^ 
buyer's  tax  benefit  usually  will  outweigh  the  tax  on  any  gain  owe(| 
by  the  seller. 

The  bill  encourages  retention  of  low-income  property  by  the  cuij 
rent  owner.  It  gives  the  current  owner  benefits  equivalent  to  a  sal« 
and  repurchase  at  a  price  equal  to  the  acquisition  cost  plus  im 
provements,  not  market  value,  while  additionally  excluding  capita 
gain  to  the  extent  that  acquisition  and  improvement  costs  excee* 
the  basis.  Even  without  the  low-income  housing  credit,  the  restora 
tion  of  basis  generally  will  provide  positive  tax  benefits  to  the  cuii 
rent  owner  since  the  increased  depreciation  deductions  are  n(>' 
offset  by  a  tax  liability  on  gain  from  disposition.  Of  course,  in  orde{; 
to  obtain  these  tax  benefits,  the  current  owner  must  commit  t 
retain  the  property  as  low-income  housing  for  20  years  or  more. 

In  contrast,  an  actual  sale  where  the  low-income  housing  credi 
is  not  used  will  rarely  provide  net  tax  benefits.  The  tax  paid  oi 
gain  by  the  seller  will  ususdly  exceed  the  value  to  the  buyer  o 
higher  depreciation  deductions. 

The  incentive  from  granting  benefits  specifically  aimed  at  cui 
rent  owners  may  be  limited  if  the  new  depreciation  deductions  ger 
erate  passive  tax  losses.  Much  low-income  housing  h£is  been  owne 
by  partnerships  whose  members  may  now  be  subject  to  the  passivj 
loss  limitations  of  the  Code.  To  the  extent  the  passive  loss  limits 
tions  restrict  the  ability  of  current  owners  of  existing  properties  t 
use  additional  tax  deductions,  the  incentive  from  adcUtional  passiv 
tax  losses  may  be  small.  New  investors  in  low-income  rental  hous 
ing  may  be  better  equipped  to  absorb  passive  tax  deductions. 

The  incentive  effects  of  the  basis  restoration  further  depend  o: 
the  market  value  of  the  property,  as  well  as  the  current  basis  an 
acquisition  cost.  Older  property  will  have  a  low  basis  because  of  a^ 
cumulated  depreciation  deductions.  Further,  the  original  acquis 
tion  cost  may  be  low  relative  to  the  market  value  because  of  infl^ 
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ion.  If  market  value  greatly  exceeds  the  original  acquisition  cost, 
tie  relative  benefit  of  the  forgiveness  of  tax  on  gains  on  past  depre- 
iation  deductions  may  be  minor  compared  to  other  economic  con- 
iderations.  For  example,  for  property  which  is  eligible  for  the  low- 
icome  housing  credit  and  that  has  a  high  market  value  relative  to 
asis  and  acquisition  cost,  a  sale  to  a  new  owner  who  will  obtain 
le  low-income  housing  credit  may  generate  a  higher  total  value  of 
IX  deductions  and  credits  than  the  bill  would  grant  to  the  current 
wner  of  the  property.  However,  in  situations  where  market  value 
reatly  exceeds  acquisition  costs,  the  value  of  alternative  uses  of 
le  property  is  high,  and  the  property  is  unlikely  to  remain  as  low- 
icome  housing. 

In  the  reverse  case,  where  the  market  value  of  the  property  is 
)w  relative  to  the  originad  acquisition  and  improvement  costs,  the 
ix  benefits  granted  by  the  bill  may  be  high  relative  to  that  obtain- 
ble  through  an  actual  sale  and  may  be  hig:h  relative  to  other  eco- 
omic  considerations.  Because  the  benefit  is  based  on  the  spread 
etween  acquisition  cost  and  basis,  the  value  of  the  tax  benefit  ob- 
iined  is  an  arbitrary  amount  that  may  bear  little  or  no  relation- 
tiip  to  the  market  value  of  the  property  or  its  worth  as  quality 
)w-income  rental  housing.  Thus,  much  of  the  benefit  of  this  provi- 
ion  may  accrue  predominantly  to  properties  that  have  relatively 
)w  value;  more  valuable  property  either  can  be  converted  to  other 
ses  or  use  existing  tax  benefits  for  low-income  housing.  If  the  ap- 
ropriate  officials  could  successfully  mandate  renovations  and  im- 
rovements,  however,  the  effect  of  obtaining  lower  worth  property 
n  the  resulting  quality  of  the  low-income  housing  stock  could  be 
meliorated. 

If  the  property  is  to  remain  as  low-income  rental  housing,  a  true 
ale  will  also  expose  the  property  to  less  restrictive  use  rules  and 
jss  punitive  potential  recapture  than  that  required  by  the  bill, 
he  credit  requires  a  compliance  period  of  15  years  compared  to  at 
jast  20  years  under  the  bill.  If  the  property  stops  being  used  as 
)w-income  housing,  the  low-income  rental  housing  credit  rules  re- 
uire  a  recapture  only  of  a  portion  of  the  credit  plus  interest.  The 
ill  would  recapture  aU  benefits  granted  under  it  for  the  whole 
ampliance  period,  with  interest,  if  the  property  is  converted  from 
,)w-income  rentsd  housing  use  at  any  time  during  the  length  of  the 
greement.  For  any  property  subject  to  an  agreement,  the  recap- 
iire  provisions  under  the  bill  are  so  substantial  that  they  would 
robably  deter  conversion  from  low-income  housing  use.  Thus,  in- 
tead  of  entering  the  agreements,  property  owners  might  seek 
ether  market  transactions  in  order  to  maintain  flexibility  in  the 
iiture  and  avoid  the  potential  penalties  the  bill  would  p'-ovide.' 

The  benefit  of  the  low-income  housing  credit  generally  swamps 
fther  available  tax  benefits.  Virtually  all  of  the  existing  low- 
icome  rental  housing  stock  has  not  previously  received  the  benefit 
f  the  low-income  housing  credit  enacted  in  1986  and  thus  may  be 
ligible  for  the  low-income  housing  credit  in  the  future.  For  this 
roperty,  it  usually  will  be  undesirable  to  enter  into  an  agreement 
,uthorized  under  the  bill  before  the  project  is  eligible  for  the  low- 
.icome  housing  credit.  By  that  time  the  property  often  will  have  a 
relatively  low  basis,  and  the  combination  of  exclusions,  credits,  and 
jigher  depreciation  deductions  may  provide  considerable  encour- 
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agement  to  enter  into  an  agreement,  contingent,  of  course,  on  other 
economic  considerations  such  as  those  described  above.  As  long  as 
the  agreement  is  maintained,  it  will  assure  the  property  will  have 
remained  low-income  housing  for  30  years  or  more.  Property  which 
has  in  the  past  received  the  low-income  housing  credit  and  is  therei 
fore  not  again  eligible  for  the  credit  will  receive  much  less  incen- 

For  newer  property  which  will  not  in  the  future  be  eligible  for  ac 
additional  low-income  housing  credit,  the  value  of  the  basis  restoraj 
tion  is  much  smaller  and  the  timing,  if  any  agreement  is  desired, 
will  depend  on  circumstances  specific  to  a  property.  The  smaller  in^ 
centive  may  become  operative  relatively  early  in  the  life  of  the 
property,  and  if  an  agreement  is  reached,  it  may  bind  the  property 
for  a  shorter  total  life.  ! 

Capital  gains  exclusion  | 

The  bill  would  provide  for  nonrecognition  of  gain  to  the  extenj 
that  transferred  debt  exceeds  the  basis  of  the  property,  upon  di^ 
posal  of  low-income  housing  property  by  taxpayers  (other  than  corj 
porations)  to  certain  entities  which  will  agree  to  maintain  the  profl 
erty  as  low-income  housing  for  15  years.  This  may  encourage  cuil 
rent  owners  to  dispose  of  property  so  that  its  low-income  rentaj 
status  will  be  maintained.  j 

The  incentive  from  this  capital  gains  exclusion  will  depend  oi 
the  particular  tax  basis  of  the  property  and  the  level  of  debt.  Fo! 
example,  suppose  property  worth  $100  has  a  current  basis  of  $7 
and  is  encumbered  by  debt  of  $80.  The  property  has  a  built-in  gaii 
of  $30  which  is  the  difference  between  market  value  and  basis.  J 
the  property  and  debt  are  sold  together,  the  buyer  is  willing  to  paj 
$20  (the  difference  between  the  value  of  the  property  and  the  valu 
of  the  debt  assumed).  The  seller  would,  under  normal  tax  princ; 
pies,  recognize  the  full  built-in  gain  of  $30  which  equals  the  sum  c 
the  $20  in  cash  received  plus  $10  which  is  the  difference  betweel 
debt  and  basis.  In  this  example,  the  bill  would,  in  a  qualifyiii 
transaction,  exempt  $10— the  difference  between  debt  and  basis.  Aj 
ternatively,  if  one  assumes  that  the  taxpayer  had  maintained  ! 
debt  of  $95  on  the  property,  $25  of  the  $30  gain  would  be  exclude^ 
Thus,  more  debt  will  generate  a  higher  exclusion  and  lower  capita 
gain  tax.  . 

It  historically  has  been  the  practice  to  finance  low-mcome  houj 
ing  almost  completely  and  frequently  to  use  debt  that  is  insured  d 
some  governmental  authority  (e.g.,  the  Federal  Housing  Admmij 
tration)  to  enable  the  high  leveraging.  Taxpayers  may  wish  f 
maximize  use  of  the  capital  gain  exclusion  by  maintaining  as  hi^ 
a  level  of  debt  as  possible  for  as  long  as  possible.  This  added  incej 
tive  for  high  leveraging  may  further  increase  the  risk  of  default  d 
the  debt,  increase  the  potential  burden  on  governmental  mortga^ 
insurers,  or  perhaps  reduce  the  future  availability  of  private  lenf 
ing  for  low-income  housing.  j 

This  particular  exclusion  may  be  considered  by  some  as  an  a^ 
propriate  incentive  for  low-income  housing  since  it  requires  tlj 
seller  to  pay  tax  on  an  amount  no  greater  the  cash  actually  r 
ceived.  Others  may  believe,  however,  that  the  exclusion  violates 
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)ng  established  principle  of  tax  law  regarding  taxation  of  gain 
ith  insufficient  justification. 

'xpanded  waiver  authority  for  low-income  housing  credit 

H.R.  3663  would  permit  the  head  of  any  governmental  body 
hich  provides  assistance  to  low-income  housing  to  waive  the  10- 
sar  anti-churning  rule  for  eligibility  to  receive  the  low-income 
ousing  credit  for  any  property  which  has  defaulted  or  for  which  it 

felt  that  the  credit  is  necessary  to  avoid  default  or  conversion 
om  low-income  use.  This  waiver  would  permit  application  of  the 
>w-income  housing  credit  to  property  which  had  been  placed  in 
jrvice  less  than  10  years  ago. 

Some  consider  that  a  natural  extension  of  present  law  would  be 
)  grant  to  State  and  local  government  officials  the  right  to  waive 
le  10-year  requirement  that  is  currently  available  to  Federal  offi- 
als  for  some  Federally-assisted  projects  which  are  at  risk  of  de- 

lUlt. 

Others  view  the  extension  as  transferring  to  State  and  loc£d  au- 
lorities  the  Federal  Grovemment's  prerogative  to  determine  the 
jneficiary  of  tax  expenditures.  The  Federal  Government  has  es- 
iblished  a  class  of  properties  which  are  eligible  for  the  low-income 
Dusing  credit  waiver.  These  projects  were  chosen  with  the  ration- 
e  of  permitting  the  Federal  Government  to  substitute  tax  expend- 
ures  for  budgetary  outlays  when  this  would  provide  a  more  at- 
linable  or  a  more  cost  effective  result.  When  the  the  waiver  is 
sed  to  prevent  default  to  State  and  local  housing  authorities,  the 
aiver  is  not  being  used  to  minimize  Federal  costs  but  instead 
irves  indirectly  as  a  subsidy  from  the  Federal  Government  to  the 
bate  or  local  governmental  body  which  is  authorized  to  grant  the 
aiver. 

The  extension  of  waiver  authority  can  be  thought  of  as  allowing 
bate  and  local  officials  more  flexibility  in  allocating  its  credit  au- 
lority.  In  this  view,  the  officials  should  be  able  to  use  their  avail- 
Die  credit  authority  to  generate  the  greatest  stock  of  low-income 
DUsing  regardless  of  its  last  placed  in  service  date.  Property  at 
sk  of  conversion  or  imposing  losses  on  governmental  bodies  re- 
)onsible  for  encouraging  low-income  rental  housing  would  appear 
»  be  a  high  priority  for  State  housing  officials. 
On  the  other  hand,  some  suggest  that  the  Federal  Government 
as  carefully  delineated  the  options  available  to  State  and  local 
)vernment  low-income  housing  authorities.  The  10-year  rule  is  in- 
inded  to  assure  that  the  credit  is  used  to  stimulate  new  construe- 
on  and  does  not  accrue  disproportionately  to  existing  low-income 
roperty.  In  this  view,  the  waiver  is  inappropriate  because  the 
•edit  authority  could  be  better  utilized  to  generate  new  low- 
icome  units  as  opposed  to  further  subsidizing  relatively  new  exist- 
ig  units  or  State  governmental  bodies. 

To  the  extent  that  a  State  has  unused  credit  authority  available, 
le  use  of  the  credit  on  buildings  which  receive  the  waiver  may  in- 
"ease  low-income  housing  by  preventing  conversion  or,  at  worse, 
ibsidizing  the  housing  authority.  However,  if  a  State  is  already  al- 
»cating  the  maximum  credit  available,  then  the  use  of  credit  au- 
iiority  on  property  receiving  the  waiver  will  displace  other  low- 
icome  housing  property.  The  net  impact  on  available  housing  de- 
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pends  on  the  relative  increase  provided  by  alternative  projects.  Th 
stock  of  low-income  housing  in  this  situation  may  increase  or  dc 
crease  because  of  the  availability  of  the  waiver,  but  the  net  effec 
of  the  eligibility  waiver  for  areas  which  are  already  allocating  a] 
credits  may  be  small. 

Limited  equity  housing  cooperatives 

H.R.  3663  would  waive  the  requirement  that  no  more  than  2 
percent  of  income  for  limited  equity  housing  cooperatives  may  h 
from  nonmembers.  It  also  provides  for  the  treatment  of  mandator 
reserves  as  member-source  income. 

Some  believe  that  ownership  by  low-income  residents  of  thei 
own  property  should  be  increased.  The  provisions  in  the  bill  ma 
permit  limited  equity  cooperatives  to  compete  more  effectively  fq 
ownership  of  their  own  residential  property.  The  provisions  ala 
may  increase  cooperative  viability  and  number  of  eligible  prope] 
ties  by  eliminating  restrictions  on  cooperatives'  capacity  for  usiq 
commercial  income  that  may  be  inherent  in  the  property  owne< 
Some  believe  that  particular  properties  may  reasonably  general 
more  than  20-percent  commercial  income  without  violating  tlj 
intent  of  the  cooperative  provisions.  i 

Alternatively,  the  limits  that  generally  apply  to  other  cooperJ 
tives  also  may  be  viewed  as  equitable  for  limited  equity  cooperj 
tives.  The  20-percent  ceiling  permits  ample  room  for  reasonabj 
commercial  activity,  and,  some  would  £u-gue,  violation  of  this  lirb 
tation  is  indicative  of  a  violation  of  the  intent  of  the  cooperati^ 
provisions  in  the  Code.  Likewise,  they  would  consider  investmej 
activities  as  not  being  directly  relevant  to  the  purpose  of  the  co(^ 
erative  and  therefore  income  from  those  investments  as  not  desei^ 
ing  to  be  treated  as  member  income.  I 


APPENDICES 

A.  Economic  Issues  Arising  from  Tax  Preferences  for  Low- 
Income  Rental  Housing 

As  is  the  case  with  direct  expenditures,  the  tax  system  may  be 
sed  to  improve  housing  opportunities  for  low-income  families 
ther  by  subsidizing  rental  payments  (increasing  demand)  or  by 
ibsidizing  construction  and  rehabilitation  (increasing  supply)  of 
w-income  housing  units. 

Excluding  the  value  of  section  8  vouchers  from  taxable  income  is 
1  example  of  a  demand  subsidy.  By  subsidizing  a  portion  of  rent 
i3nnents,  it  enables  beneficiaries  to  rent  more  or  better  housing 
lan  they  might  otherwise  be  able  to  afford.  The  low-income  hous- 
ig  tax  credit  is  an  example  of  a  supply  subsidy.  By  offering  a 
edit  worth  70  percent  of  construction  costs,  it  induces  investors  to 
•ovide  housing  which  otherwise  would  not  be  built. 

fftciency  of  tax  subsidies 

Both  direct  expenditures  and  tax  subsidies  for  rental  payments 
ay  not  increase  housing  consumption  dollar  for  dollar.  One  study 
■  the  section  8  Existing  Housing  Program  suggests  that  for  every 
.00  of  rent  subsidy  a  tjrpical  family  increases  its  expenditure  on 
)using  by  $22  and  increases  its  expenditure  on  other  goods  by 
'8.^^  While  the  additional  $78  spent  on  other  goods  certainly  ben- 
its  the  family,  the  $100  rent  subsidy  does  not  increase  their  hous- 
g  expenditures  by  $100. 

The  theory  of  subsidizing  demand  is  that  by  providing  low- 
come  families  with  more  spending  power  their  increase  in 
smand  for  housing  will  ultimately  lead  to  more  or  better  housing 
sing  available  in  the  market.  However,  if  the  supply  of  housing  to 
lese  families  does  not  respond  to  the  higher  market  prices  that 
nt  subsidies  ultimately  bring,  the  result  will  be  that  all  existing 
)using  costs  more,  the  low-income  tenant  will  have  no  better 
mig  conditions  than  before,  and  other  tenants  face  higher  rents, 
le  benefit  of  the  subsidy  will  accrue  to  landlords  because  of  the 
gher  rents. 

Supply  subsidy  programs  can  suffer  from  similar  inefficiencies.  If 
developer  had  planned  to  build  low-income  rental  units  prior  to 
le  creation  of  the  low-income  housing  credit,  he  may  now  find 
tat  his  project  qualifies  for  the  credit.  That  is,  the  subsidized 
•oject  may  displace  what  otherwise  would  have  been  an  unsubsi- 
zed  project.  If  this  is  the  case,  the  t£ix  expenditure  of  the  credit 
ill  result  in  little  benefit  except  to  the  extent  that  the  credit's  tar- 


"  See,  W.  Reeder,  "The  Benefits  and  Coeta  of  the  Section  8  Existing  Housing  Program,"  Jour- 
l  of  Public  Economics,  26,  1985. 
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geting  rules  may  force  the  developer  to  serve  lower  income  indivicj 
uals  than  otherwise  would  have  been  the  case.  j 

One  study  of  government  subsidized  housing  starts  between  196| 
and  1977  suggests  that  as  many  as  85  percent  of  the  governmenl: 
subsidized  housing  starts  may  have  merely  displaced  unsubsidizej 
housing  starts.  ^^  This  figure  is  based  on  both  moderate-  and  lov^i 
income  housing  starts,  and  therefore  probably  overstates  potentidj 
inefficiency  of  tax-subsidies  to  low-income  housing.  Displacement  ^i 
more  likely  to  occur  when  the  subsidy  is  directed  at  projects  thi 
private  market  would  have  produced  an3rway.^''  Displacement  i 
also  more  likely  to  occur  where  the  number  of  subsidies  granted  i 
smedl  relative  to  private  market  activity  since  there  is  more  possj 
bility  for  substitution.  i 

Neither  of  these  effects  is  likely  with  regard  to  tax-based  supplj 
subsidies  to  low-income  housing.  Many  believe  that  the  privat 
market  would  not  otherwise  build  new  housing  for  low-income  indi| 
viduals  because  it  is  unprofitable.  Consequently,  tax-subsidized  lov«l 
income  housing  starts  might  not  displace  unsubsidized  low-incoraj 
housing  starts.  |j 

The  tax  subsidy  to  low-income  housing  could  displace  construfii 
tion  of  other  housing.  Constructing  rental  housing  requires  speciai: 
ized  resources.  A  tax  subsidy  to  low-income  housing  may  induc| 
these  resources  to  be  devoted  to  the  construction  of  low-incoin 
housing  rather  than  other  housing.  If  most  of  the  existing  lovl 
income  housing  stock  originally  was  built  to  serve  non-low-incom 
individuals,  in  the  long-run  a  tax  subsidy  to  low-income  housini 
could  ultimately  displace  some  privately  supplied  low-income  hou< 
ing. 

Targeting  the  benefits  of  tax  subsidies 

Since  the  basic  principle  of  demand  subsidies  is  to  put  more  cas 
in  the  hands  of  consumers,  targeting  the  recipients  of  the  subsid 
is  not  a  difficult  job.  For  example,  the  use  of  a  tax  deduction  or  ta 
credit  could  be  limited  to  individuals  whose  income  is  less  tha 
some  specified  amoimt.  However,  such  demand-side  tax  subsidit 
are  not  without  problems  for  targeting  recipients. 

If  a  low-income  tax  subsidy  is  structured  as  a  tax  deductioi 
many  low-income  individuEds  might  not  be  able  to  take  advantag 
of  the  subsidy.  Utilizing  a  tax  deduction  requires  taxable  incomi 
and  the  Tax  Reform  Act  removed  many  low-income  families  froi 
the  tax  rolls.  Even  if  the  tax  subsidy  was  structured  as  a  credit,  th 
credit  would  have  to  be  refundable  for  any  of  the  potential  benefit 
to  reach  low-income  families.^®  Even  if  refundable,  some  lo^ 
income  families  either  may  not  fUe  tax  returns  or  not  be  aware  < 
their  eligibility  for  such  a  credit  and  as  a  result  the  potential  ben^ 
fits  could  go  unclaimed.  If  refundable,  to  aid  in  meeting  rent  conj 


••  See  M.  Murray,  "Subsidized  and  Unsubsidized  Housing  Starts:  1961-1977,"  The  Review 
Economics  and  Statistics,  65,  November  1983. 

'^  For  example,  a  mortgage  subsidy  for  single  family  housing  may  be  a  ready  substitute  1 
conventional  mortgages  available  in  the  private  market  place.  The  enect  of  the  subsidized  mo: 
gage  may  be  to  reduce  the  supply  of  unsubsidized  mortgages  since  ultimately  the  money  is  b< 
rowed  from  the  same  pool  of  private  investors. 

'^  Refundable  tax  credits  (other  than  the  earned  income  credit)  are  treated  as  direct  outla| 
in  the  budget  process. 
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mitments,  a  demand-side  tax  credit  would  have  to  be  payable  more 
frequently  than  annually.  This  would  require  creating  a  distribu- 
tion system  to  get  the  funds  in  the  hands  of  the  recipients.  This 
could  be  an  administratively  difficult  task,  particularly  if  the  recip- 
ient is  unemployed.  ^^  Thus,  a  demand  subsidy  may  be  adminis- 
tered most  efficiently  as  a  spending  program  (e.g.,  section  8  vouch- 
ers) rather  than  through  the  tax  system. 

Targeting  the  recipient  of  a  demand-side  tax  subsidy  does  not 
necessarily  result  in  targeting  the  benefit  of  the  subsidy.  As  dis- 
cussed above,  if  market  supply  does  not  respond  to  the  increase  in 
demand  which  the  subsidy  creates,  the  benefit  of  the  subsidy  would 
fiow  to  landlords  in  the  form  of  higher  rents.  Even  if  as  a  result  of 
the  subsidy,  recipients  can  successfully  buy  more  or  better  housing, 
because  demand  subsidies  are  rarely  fully  efficient  some  of  the  ben- 
efit of  the  subsidy  will  not  be  spent  on  housing. 

On  the  other  hand,  a  supply  subsidy  to  housing  will  be  spent  on 
housing;  although,  as  discussed  above,  this  may  not  be  in  addition 
to  housing  spending  that  would  have  accurred  in  the  absence  of  the 
subsidy.  However,  to  insure  that  the  housing,  once  built,  serves 
low-income  families,  income  targets  and  rent  limitations  for  ten- 
ants must  be  attached  as  is  the  case  for  demand  subsidies.  While 
an  income  limit  may  be  effective  in  targeting  the  benefit  of  the 
housing  to  lower  income  levels  than  would  an  unrestricted  market. 
It  may  best  serve  only  those  families  at  or  near  the  income  limit, 
[f,  as  with  the  low-income  credit,  rents  are  restricted  to  a  percent- 
age of  targeted  income,  the  benefits  of  the  subsidy  may  not  accure 
equally  to  all  low-income  families.  Those  with  incomes  beneath  the 
target  level  may  pay  a  greater  proportion  of  their  income  in  rent 
than  does  a  family  with  a  greater  income.  On  the  other  hand,  to 
the  extent  that  any  new,  subsidy-induced  housing  draws  in  only 
I  the  highest  of  the  low-income  families,  it  should  open  units  in  the 
jfixisting  low-income  housing  stock  for  others. 

I  Even  though  the  subsidy  may  be  directly  spent  on  housing,  tar- 
j.geting  the  supply  subsidy  does  not  necessarily  result  in  targeting 
[the  benefit  of  the  subsidy  to  tenants.  Not  all  of  the  subsidy 
will  result  in  net  additions  to  the  housing  stock.  The  principle 
of  a  supply  subsidy  is  to  induce  the  producer  to  provide  something 
he  or  she  otherwise  would  not.  Thus,  to  induce  the  pro- 
ducer to  provide  the  benefit  of  improved  housing  to  low-income 
families,  the  subsidy  must  provide  benefit  to  the  producer. 

Targeting  tax  incentives  according  to  income  can  result  in  creat- 
!  ing  high  implicit  marginal  tax  rates.  For  example,  if  rent  subsidies 
are  limited  to  families  below  the  poverty  line,  when  a  family  is 
able  to  increase  its  income  to  the  point  of  crossing  the  poverty  line 
.the  family  may  lose  its  rent  subsidy.  This  loss  of  rent  subsidy  is 
I  equivalent  to  a  high  rate  of  taxation  on  the  family's  additional 
income.  The  same  may  occur  with  supply  subsidies.  With  the  low- 
income  housing  credit  the  percentage  of  units  serving  low-income 
[families  is  the  criteria  for  receiving  the  credit.  Again,  the  marginal 
I  tax  rate  on  a  dollar  of  income  at  the  low-income  threshold  may  be 
I  very  high  for  prospective  tenants. 

I     "  The  earned  income  credit  is  payable  to  the  employee  in  his  paycheck. 
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Credits  v.  deductions 

A  tax  subsidy  may  be  structured  as  either  a  deduction  or  a 
credit.  Because  taxpayers  face  different  marginal  tax  rates,  deduc- 
tions yield  different  dollar  amounts  of  tax  benefits  depending  upon 
the  taxpayers  tax  bracket.  In  the  case  of  a  demand  subsidy  this 
means  that  as  the  taxpayer's  income,  and  marginal  tax  rate,  in- 
creases his  tax  subsidy  increases.  The  bigger  subsidy  can  go  to  the 
wealthier  individual. 

In  the  case  of  a  supply  subsidy  which  is  a  deduction,  if  both  a 
high  tax  bracket  and  a  lower  tax  bracket  supplier  fund  it  profitable 
to  use  the  deduction  and  provide  low-income  housing,  the  lower  tax 
bracket  supplier  will  have  supplied  the  housing  at  less  cost  to  the 
government,  even  though  they  both  provide  the  same  amount  of 
housing.  This  is  because  for  the  same  dollau-  amount  of  deduction, 
the  high  tax  bracket  supplier  of  housing  receives  more  dollars  of 
tax  benefit  than  the  lower  tax  bracket  supplier.  I 

Credits  yield  the  same  dollar  of  tax  benefit  to  all  recipients  and  i 
therefore  do  not  suffer  the  problems  associated  with  deductions.  2° ! 
The  low-income  housing  credit  yields  the  same  tax  benefit  to  all  in- 
vestors. I 


2°  This  is  not  strictly  true  if  the  taxpayer  has  an  insufficient  tax  liability  to  utilize  the  credi 
id  the  credit  is  not  refundable. 


pB.  Overview  of  Federal  Low-Income  Rental  Housing  Assistance 

Programs 

.  Legislative  background  of  direct  expenditure  programs 

^€-1974  legislation 

Federal  participation  in  the  provision  of  low-income  rentsil  hous- 
ig  began  with  the  United  States  Housing  Act  of  1937.21  ^his  law 
rovides  Federal  assistance  for  the  construction  of  low-rent  projects 
hich  were  developed,  owned  and  operated  by  State-chartered, 
>cal  public  housing  agencies.  Federal  assistance  is  given  by  annual 
a)rments  made  under  an  annual  contributions  contract.  The  subsi- 
y  covers  the  payment  of  annual  interest  and  amortization  of 
Dnds  or  notes  issued  by  the  public  housing  agency.  ^^  In  response 
)  inflation  in  the  1960s,  tenant  rent  payments  were  limited  to  no 
tore  than  25  percent  of  income  and  HUD  was  authorized  to  pay 
aerating  costs  of  projects  to  make  up  for  the  loss  of  income  in- 
irred  by  the  public  housing  agency  because  of  the  limitation  on 
mt  payments. 

i         Section  221(dX3) 

i 
The  Housing  Act  of  1934  established  the  section  221  mortgage  in- 
irance  program  providing  assistance  for  construction  and  rehabili- 
ition  of  housing  for  displaced  persons.  This  sissistance  was  ex- 
mded  to  low-  and  moderate-income  families  in  the  Housing  Act  of 
)61  when  the  program  was  extended  beyond  mortgage  insurance 
)  the  subsidization  of  mortgage  interest  charges. 

Section  202 

Efforts  to  broaden  the  number  of  people  served  by  the  1937  Act 
id  to  other  assistance  programs  being  added  through  time.  These- 
ssistance  programs  generally  relied  upon  reducing  the  financing 
)sts  of  new  construction.  For  example,  section  202  of  the  Housing 
ct  of  1959  provided  direct  loans  for  construction  of  rental  units 
)r  elderly  families.  Construction  and  permanent  financing  loans 
j  re  given  for  the  development  of  rental  units.  As  revised  through 
lie  years,  this  is  a  program  for  lower-income  handicapped  persons 
nd  families  in  addition  to  the  elderly. 

|i         Section  236 

In  1968,  housing  legislation  enacted  the  section  236  program 
j^hich  provided  subsidies  to  developers  of  rental  units.  The  subsi- 
ies  were  in  the  form  of  an  annual  interest  pajonent  to  the  private 


^/  For  a  more  complete  discussion  of  these  programs,  see,  G.  Milgram,  Housing  Assistance:  A 
rief  History  and  Description  of  Current  HUD  Programs,  supra. 

'' u^  ™9re  recent  years,  HUD  has  been  authorized  to  pay  development  costs  through  grants 
;  the  beginning  of  development,  rather  than  through  annual  payments. 

(33) 
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lender  which  reduced  the  effective  rate  of  mortgage  interest  to  one 
percent.  Eligibility  for  residency  in  an  assisted  rental  project  wai 
limited  to  families  with  incomes  below  135  percent  of  maximunj 
income  for  admittance  to  public  housing  in  the  particular  area 
Families  then  paid  at  least  25  percent  of  income  for  rent.  A  highe: 
payment  would  be  necessary  if  the  interest  reduction  was  insuffi 
cient  to  lower  rents  to  an  amount  that  could  be  covered  by  the  21 
percent  figure.  Section  236  assistance  superseded  the  similar  sec 
tion  221(d)(3)  program. 

In  the  early  1970s  these  housing  programs  came  under  criticisa 
for  being  excessively  expensive  in  both  initial  construction  cost' 
and  operating  expenses,  and  subject  to  unacceptably  high  rates  o 
default  and  foreclosure.  In  response  to  the  criticism,  the  adminis 
tration  imposed  a  moratorium  on  all  new  activities  under  thi 
major  subsidy  programs  after  January  5,  1973.  Since  that  time  n« 
additional  units  have  been  financed  with  section  236  rental  housinj 
assistance,  although  long-term  contracts  continue  to  be  honored. 

1974  Act— "Section  8" 

The  Housing  and  Community  Development  Act  of  1974  created 
new  program  popularly  referred  to  as  "section  8."  This  law  amenc 
ed  section  8  of  the  Housing  Act  of  1937  to  provide  a  payment  maJ 
by  HUD  on  behalf  of  the  tenant  to  a  landlord.  The  tenant  must  H 
ceive  a  certificate  of  eligibility  from  the  local  public  housing  agenc 
and  must  find  his  or  her  own  housing.  The  payment  to  the  landlor 
is  the  difference  between  the  tenant's  rent  pa5rment,  which  is  limi 
ed  to  30  percent  of  the  tenant's  income,  and  the  contract  rent.  Th 
contract  rent  generally  may  not  exceed  the  HUD  established  fai 
market  rent.  The  law  permits  the  subsidy  amount  to  increase  ai 
nually  as  rents  in  the  local  area  increase. 

1983  Act 

Prior  to  the  Housing  and  Urban-Rural  Recovery  Act  of  19J 
units  could  be  in  either  existing  housing,  or  in  new  construction  ( 
substantially  rehabilitated  unit  which  were  built  under  a  commi 
ment  from  HUD  that  section  8  subsidies  would  be  paid  to  eligib 
tenants  when  development  was  completed.  The  1983  Act  remove 
authorization  for  addition^  new  construction  or  substantial  rehat 
litations. 

Housing  vouchers 
A  housing  voucher  program  was  adopted  in  1983  as  a  demonstr 
tion  program.  It  is  technically  a  part  of  the  section  8  program  ai 
is  similar  to  the  section  8  Existing  Housing  (Certificate)  program  : 
providing  a  subsidy  for  rent  payments  to  landlords  on  behalf  of  te 
ants.  In  the  voucher  program,  HUD  pays  the  difference  between  1 
percent  of  the  tenant's  income  and  the  HUD  established  fa 
market  rent.  Unlike  the  section  8  certificates,  the  tenant  and  Ian 
lord  establish  the  contract  rent,  and  may  exceed  the  fair  mark 
rent.  Consequently,  the  tenant  may  pay  more  than  30  percent 
his  income  in  rent. 
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Section  17 


^  The  1983  Act  created  Rental  Housing  Rehabilitation  and  Produc- 
on  Grants.  The  rehabilitation  part  of  the  program  provides  grants 
>r  moderate  rehabilitation  of  units  in  neighborhoods  in  which  the 
ledian  income  is  not  greater  than  80  percent  of  the  area  median 
icome.  The  grant  may  finance  no  more  than  50  percent  of  all  costs 
ad  cannot  exceed  $5,000  per  unit.  Rehabilitations  are  restricted  to 
)rrect  substandard  conditions,  make  essential  improvements,  or 
jpair  major  systems  in  danger  of  failure.  All  assistance  must  ben- 
iit  low-income  families. 

The  program  also  makes  available  grants  for  new  construction 
nd  substantial  rehabilitation.  Demonstration  of  a  shortage  of  af- 
»rdable  rental  housing,  minimization  of  displacement,  and  contri- 
ution  to  neighborhood  conservation  constitute  some  of  the  many 
Section  criteria. 

niform  requirements 

As  different  programs  were  added  in  a  piecemeal  manner,  differ- 
it  programs  often  had  different  eligibility  or  rent  requirements. 
;  ow  the  requirements  are  uniform  across  programs.  Eligible  ten- 
rits  must  have  incomes  under  80  percent  of  the  median  income  in 
le  local  housing  market,  adjusted  for  family  size.  The  tenant's 
,  it-of-pocket  contribution  towards  rent,  which  includes  both  pay- 
.lent  for  shelter  and  utilities,  cannot  exceed  30  percent  of  income. 
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2.  Scope  of  housing  prog^rams 

Section  8  is  the  program  currently  adding  the  most  units  to  thj 
subsidized  housing  stock.  Nevertheless,  conventional  public  housin 
houses  the  largest  number  of  families.  Currently,  some  1.3  millio 
families  live  in  public  housing  units.  ^^  Tables  1  and  2  below  sho^ 
that  expenditure  on  and  growth  of  public  housing  has  slowed  coi 
siderably  over  the  past  10  years. 

By  the  end  of  fiscal  1986,  2.1  million  units  were  eligible  for  r 
ceipt  of  a  section  8  subsidy  payment.  More  than  half  of  these  wei 
in  the  existing  housing  program.  Table  1  shows  that  growth  of  ai 
sisted  units  has  slowed.  Housing  vouchers  are  funding  larger  pr 
portions  of  section  8  assistance.  In  1986,  36,000  of  the  units  wei 
assisted  by  vouchers,  and  it  was  planned  that  more  than  half  of  \ 
newly  assisted  units  in  1987  would  be  assisted  by  vouchers.^*  Tao 
2  documents  the  decline  in  expenditure  on  the  section  8  progrci 

Table  1. — Newly  Reserved  Units  in  Public  Housing  and  Section  8 
Assistance,  Fiscal  Years  1977-1986 

[Nvunber  of  units  in  thousands] 


Section  8 

Public 

Fiscal  year 

Total  1 

Total 
NC&SR  2 

Total 
existing 

NC&SR  2 

Exist- 
ing 

housir 

NC&SI 

1977 

.     362.9 

201.3 

161.6 

169.4 

161.6 

31 

1978 

.     313.9 

178.4 

135.5 

122.0 

135.5 

56- 

1979 

.     324.7 

200.0 

124.7 

145.0 

124.7 

r  ' 

1980 

.     205.9 

129.4 

76.5 

97.8 

76.4 

36 

1981 

.      220.1 

109.8 

110.3 

73.9 

110.3 

3S 

1982 

.      145.5 

39.6 

105.9 

27.5 

105.9 

12 

1983 

.      146.7 

18.1 

128.6 

15.6 

128.6 

2 

1984 

.      151.7 

21.8 

129.9 

14.4 

129.9 

r 

1985 

.      125.5 

20.3 

105.2 

12.6 

105.2 

t 

1986 

.      106.3 

17.6 

88.7 

11.5 

88.7 

( 

^  Until  fiscal  1980,  units  reserved  are  reported  on  a  net  basis,  exclusive  of  ui 
recaptured  from  previous  reservations.  In  fiscal  1981  £md  thereafter,  the  data 
on  a  gross  basis. 

2  New  construction  and  substantial  rehabilitation. 

Source:  G.  Milgram,  Trends  in  Funding  and  Numbers  of  Households  in  HI 
Assisted  Housing,  Fiscal  Years  1975-1987,  Congressional  Research  Service,  Rep 
87-363E,  May  5,  1987. 


^^  See,  G.  Milgram,  supra. 
^*Ibid. 
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ible  2.— Use  of  Budget  Authority  for  Public  Housing  and  Section 
8  Assistance,  Fiscal  Years  1977-1986 

'  [Dollar  £imounts  in  billions] 


""iscal  year         Total 


Total 
NC&SR  2 


Total 
existing 


Section  8 


NC&SR  2 


Exist- 
ing 


Public 
housing 

NC&SR  2 


177. 

,78. 

I&9. 

80. 


32. 
,33. 
34. 

135. 
36. 


$27.8 
25.3 
28.2 
19.3 
21.0 

10.3 
8.6 
8.1 

7.8 
7.2 


$21.8 
19.8 
23.1 
15.2 
14.9 

5.4 
2.3 
3.1 

2.7 
2.7 


$5.0 
5.5 
5.1 
4.1 
6.1 

4.9 
6.3 
5.0 
5.1 
4.5 


$18.9 
13.3 
16.4 
10.7 
10.2 

3.7 
2.0 
1.9 
1.5 
1.6 


$4.9 
4.8 
5.1 
4.1 
6.1 

4.9 
6.3 
5.0 
5.1 
4.5 


$3.0 
6.4 
6.7 
4.5 

4.7 

1.7 
0.3 
1.2 
1.2 
1.1 


Until  fiscal  1980,  units  reserved  are  reported  on  a  net  basis,  exclusive  of  units 
r  aptured  from  previous  reservations.  In  fiscal  1981  and  thereafter,  the  data  are 
E  a  gross  basis. 
:  New  construction  and  substantial  rehabilitation. 

iource:  G.  Milgram,  Trends  in  Funding  and  Numbers  of  Households  in  HUD- 
f'  isted  Housing,  Fiscal  Years  1975-1987,  supra. 

-K)ans  under  section  202  have  t3rpically  been  combined  with  as- 
i  tance  under  section  8.  Loans  under  section  202  have  also  dwin- 
i  d  in  recent  years.  In  fiscal  1981,  permissible  loan  funds  reached 
;  dr  peak  of  $895.8  million.  In  fiscal  1987  loan  funds  were  limited 
i  $592.7  million  (all  figures  are  in  nominal  dollars).  Nevertheless, 
:  the  end  of  fiscal  1986,  138,000  units  had  been  completed  with 
; ;  assistance  of  section  202  funds  in  concert  with  section  8. 

Approximately  600,000  units  were  built  under  the  section  236 
:  )gram  of  which  530,000  units  remain  in  the  program.  Of  this 

al,  180,000  receive  section  8  assistance.  Another  approximately 

000  units  are  in  service  with  the  assistance  of  section  221. 


O 


